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TOTAL ASSETS
(IN THOUSANDS)

350,000 | ;
300,000 “
250,000 !
| ,
200,000 | :
150,000 ~
100,000 “
) 2001 2000 ‘ , ,
CONSOLIDATED STATEMENT OF OPERATION DATA (IN THOUSANDS) 00 o0 1996 1997 1998 1999 2000 2001
Interest income $ 24763 $ 21,970
Interest expense . 13,675 13,325 TOTAL LOANS SHAREHOLDERS EQUITY
Net interest income ‘ ‘ 11 bmm m_mam 250,000, (IN THOUSANDS) 4 25,000 (IN THOUSANDS)
Provision for loan losses 1,294 922 m ‘ ,
’ i
Non-interest income 1,538 1,159 200,000 : w 20,000 /
Zo:.._:.ﬁm:wmﬁ expense 7,831 6,380 ao_ooow | T ) m.oooe
Net income 2,538 1,629 ﬁ b
, 100,000 10,000, W
PER SHARE DATA |
Net income — basic .89 59 SbSW, ; m_ooo”, | ! ]
Net income — diluted 82 55 - R | d L m “ w {2 R N W
Cash dividends : -0- 0 1995 1996 1997 1998 1999 2000 2001 1995 1996 1997 1998 1999
Shareholders’ equity (book value) at period end 7.15 6.18
" TOTAL DEPOSITS NET INCOME
N , . (IN THOUSANDS) (IN THOUSANDS)
CONSOLIDATED BALANCE SHEET DATA (IN THOUSANDS) uoo.ooo_
NetLoans ~ : $ 250569 $ 214,124 - 500l
Deposits 264,028 214,169 |
: 200,000
Average equity - 19,821 15,045
Average assets 299,167 259,799 150,000 -
Total assets ‘ 319,679 270,943 100,000 -
50,000 :
RATIOS - ’
Return on average assets 85% -63% 1997 1998 1999 2000 2001 1995 1996 1997 1998 1999 2000 2001

Return on.average equity 12.80 10.83
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Understanding a customer’s needs at different stages and in different life situations
is key to what we do at Appalachian Bancshares, Inc. Even basic banking services
can be adaptable and individualized. Our staff members understand our services
and products and take the time to get to know their customers and develop a business
relationship. They are therefore uniquely qualified to deliver personalized service

and approach their role with thoughtfulness and enthusiasm.
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s mountains and streams —

Appalachia — it

provide a vital link in the southeast environment.
It is a natural habitat, a source of strength and

stability to the region.

At every Appalachian Community Bank, the
environment has influenced our attitude, ideas,

and integrity.

One of our goals at Appalachian Bancshares, Inc.
is to be the vital link between our customers

and their financial needs.
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Naturally! Our services are geared to the
specific needs of the region. Banking
simplified and personalized for the everyday
needs of our ochBQm. Yet adaptable for
those times when more complex financial

arrangements-are required.
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To the Board of Directors and Shareholders
Appalachian Bancshares, Inc. and Subsidiaries -
Ellijay, Georgia .

We have audited the accompanying consolidated statements of financial condition
of Appalachian Bancshares, Inc. (a Georgia corporation) and subsidiaries as of
December 31, 2001 and 2000, and the related consolidated statements of income,
shareholders’ equity and cash flows for each of the three years in the um:oa ended
December 31, 2001. These consolidated financial statements are the responsibility
of the Company’s management. Our responsibility is to express an opinion on these
consolidated financial statements based on our audits.

We conducted our audits in accordance with mca:_:@ standards generally accepted
in the United States of America. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the consolidated financial
statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the consolidated
financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the
overall consolidated financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly,
in all ‘material respects, the consolidated financial position of Appalachian
Bancshares, Inc. and subsidiaries as of December 31, 2001 and 2000, and the
consolidated results of their operations and their cash flows for each of the three
years in the period ended December 31, 2001, in conformity with accounting
principles generally accepted in the United States of America.

Birmingham, Alabama \N&.\x\(f&vb Co Vae w7705 0y 2 C

February 15, 2002 mo:m:oﬁ Taylor, Cox, Vise & Morgan, P.C.
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2001

Interest Income

2000

Interest and fees on l0aNs ..........c.cooevviieieiiiieeeee $ 22,111,485 $ 19,603,418
Interest on investment securities:
Taxable SECUNtieS .........c.ooivieeiieieeaee e 1,743,440 1,702,529
Nontaxable securities ........cccoooo i 536,689 426,619
Interest on deposits in other banks 4,891 30,363
Interest on federal funds sold .. 366,870 207125
Total Interest INCOME ..o, 24,763,375 21,970,054
Interest Expense
Interest on deposits .......ccceeeciiie e 11,294,581 10,919,158
Interest on federal funds purchased and securities sold
under agreements to repurchase ................... 100,124 389,080
Interest on long-termdebt.........cccooiiiiii 2,280,122 2,017,015
Total Inferest EXPense ... 13.674,827 13,325,253
Net Interest INCOME ...ovorm e 11,088,548 8,644,801
Provision for 10an [0SS€S ........oooevveiviriieeee e 1,294,500 921,940
Net Interest Income Afier Provision For Loan Losses ...... 9,794,048 7,722,861
Noninterest Income
Customer SErVICE fEES ....cooeveeeeeieeeeeee e 661,715 504,131
Insurance COMmMISSIONS. ......ccoovveiiieiiiiee e 60,665 45,566
Other operating inCome .....c.cccccovvviiiiiee e, 668,645 619,911
Investment securities gains (I0SS€S) ......cccoeveve.... 146,976 (10.774)
Total Noninterest INCOME. ........ccovveeereieiiiinee e, 1,538,001 1.158.834
Noninterest Expenses
Salaries and employee benefits..............ccocoiiiil 3,743,849 2,890,930
OCCUPANCY BXPENSE ...ciiriiiiireietiet e re e e e 511,810 331,332
Furniture and equipment expense .. 457,306 375,673
Other operating exXpenses ........cccovveviiereiriiciieneeeeee 3.118.398 2.782.551
Total Noninterest EXpenses.......cooevveeeecieeeeeeeennee.. 7.831.363 16.380.486
Income before income taxes ........ccccooooeiiiiiiiciin 3,500,686 2,501,209
INCOME taX EXPENSE ....uvviiiiiiiiir it 962.588 871,778
NETINCOME ...t $ 2,538,098 $ 1,629,431
Earnings Per Common Share
BaASIC et rn e e $ 089 % 0.59
Diluted ..coeeeeeer e e e————— 0.82 0.55
Cash Dividends Declared Per Common Share.............. $ 000 $ - 0.00
Weighted Average Shares Outstanding
BaSIC .ooeeeeeiieie e e e e aaa e 2,859,683 2,755,255
Diluted ... 3,081,276 2,968,926

1999

$ 13,807,798

1,388,750
527,461
16,322
398,972
16,139,303

8,249,918

112,368
776,485
9,138,771

7,000,532
880,000

6,120,532

401,808
54,198
379,477
9,430
844,913

2,575,618
324,024
338,150

23231477

5.560.969

1,404,476
138.702

$ 1,265774

$ 0.48
0.44-

$ - 0.00

2,652,392
2,847,050
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Operating Activities

NEEINCOME L. e

Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation, amortization, and accretion, net ..........

Provision for loan losses
Deferred tax (benefit) .....
Realized security (gains)

losses, net ..........cooeveeeeni.

Increase in cash surrender value on life insurance ..

Investing Activities

Proceeds from sales of securities available-for-sale ...
Proceeds from sales of securities held-to-maturity .......
Proceeds from maturity, calls and paydown of
securities available-for-sale .............ccooccccccivil
Proceeds from maturity, calls and paydown of
securities held-to-maturity ...
Purchase of securities available-for-sale .....................
Purchase of securities held-to-maturity ........................
Net increase in loans to customers ...............c.ccoeeee.

Capital expenditures, net ..

Proceeds from disposition of foreclosed real estate .....
Purchase of life insurance plan ...........c.c.....c.coc i

Net Cash Used In Investing Activities

Financing Activities
Net increase (decrease) in

demand deposits, NOW

accounts, and savings accounts..........cccceeovvcieeeeeie

Net increase in certificates
Net increase (decrease) in
Issuance of long-term debt

of deposit ...cccoceviin
short-term borrowings ........

Repayment of long-term debt ...l

Issuance of common stock
Purchase of treasury stock
Net Cash Provided By

Financing Activities

Net increase (decrease) in cash and cash equivalents..

Cash and cash equivalents at beginning of year .............

Cash and cash equivalents at end of year ......................

2001 2000 1999
$ 2,538,098 $ 1629431 $ 1,265,774
861,950 556,373 473,259
1,294,500 921,940 880,000
(181,725) 110,343 (117,947)
(146,976) 10,774 (9,430)
(114,510) (110,062) (29,856)
(44,913) (712,093) (422,385)
(94,950) 545,908 150,105
183,274 334,278 (348,944)
4,294,748 3,286,892 1,840,576
7,777,064 10,282,289 3,572,134
— — 834,523
19,540,135 1,151,386 9,251,517
— — 250,514
(44,027,017)  (8,405,098)  (20,815,665)
— — (670,762)
(37,068,598)  (45,726,054)  (39,991,882)
(878,572) (3,230,277) (250,252)
89,839 — —

= —  (1.500.000)
(54,567,149)  (45.927.754) (49.319.873)
17,041,106 1,670,288  (4,602,526)
32,818,078 25,768,879 27,470,704
819,344 (3,288,652) 3,628,231
— 38,600,000 9,000,000
(4,884,524)  (21,026,191)  (3,042,857)
319,689 4,662,185 542,974
— 1,827.205) —
46.113,693 44559304  32.996.526
(4,158,708) 1,918,442  (14,482,771)
11,716.966 9798524 24,281,295
$ 7558258 $ 11,716,966 $ 9,798,524




qu mm.v NN.m NN.m Nwm ................................................ O_Hm.h wmm.h®>®l_

czg 90 o0 - QL s endes | o1
666 g8/ L) cz'g g s Endes (e10]
619 089 19°G 64°G egg e sjosse obeloe 0] Ainba abelany
00°0 00°0 000 000 00°0 e onel HSO\ANQ puapIAI(]
Omm_‘ OmmF @@OF m”wo_\ O@N_\ .............................. \ﬁ_DUO O@Nl_®>m uo C._JU—OW_

%860 %260 %290 ﬂxvm”mwo usg0 00 e ceeeeae sjosse sBelaae Uo uiney

soney
LBLZLL  SYI68L  SLECZZ  CUE0LZ  BLOBLE e —
F@N.mo—. mNo.—‘MF mON.mON mmthmN N@F.@@N .............................................. WHmwmm mmm.hm><
660 cZ6' 0S6'LL  ShO'SL LZQBL e Aiinbs sBeIBAY
Ore'CE  LOG'EOL 08108l  BOLULZ  QZOYGZ e susodaq]
PBOYE & LEGEZLS 90L'GOLE PZLPLZE BOGIOGZE SuBO
ele(] }98Us eouegjeg pe1epljosuo)
£0°¢ ey 29°Y 819 G’/ pus pouad je (enjea 300q) Aunba sispjoysieys
000 000 000 00°0 000 s SpUSPIAID USEN)
50 650 0 50 T — DSINIIP - BUWOOUT BN
pr0 § 260§ Y0 § 650 § BRI  § s SISE - SUIOOUI JON

(s ds xo01s 0] 108)48 aAlb 0 pajsn(pe AjpAloE0BY)
BlE(] 2i8YS J9d

8L0'L 807" 99z'1 629°L QEG'Z s WoOUl 1N
€8¢ 2.S 6el Z.8 £96 soxe] awooui 8jgeoyddy
mwm”.N FNth Fom_m owmhm —.mw.N ............................... wareen mmcmaxw HWO._QH.CTCOZ
cge 625 cvg 6511 QEGH, s oWODUI 1S910)UI-UON
08y 00 0889 276 pBZt e $9550] U0 1O} UOISIAGIg]
me_m MNN..V FOO.N m.vwhw wwo_ _‘—\ ....... S T T T OEOOC_ umwgwu_.\__ MGZ
292's 861'9 6€L'6 Gee'sl G/9'tl asuadxa Jsaiajuj
mvr.@ w FNN. f—\ w mmfp@w\ w ON@_ —‘N a.m wwh.ﬁN w .............................................. wEOOC— meu—wﬁ_(__

Aewuwing sBulules

(soned pue ejep aieys Jad jdeoxe spuesnoyy ul siejjoq)

1661 8661 6661 000¢ 100C

‘L€ Jaquadag papug siesA




Appalachia Naturally. What an appropriate
theme for our company and the region and
people we serve. The content of this report
was planned long before the tragic events
that occurred in our homeland in 2001. In
past years, the annual report has focused
on our customers, our staff, and our
services. Intertwined in this has been the
underlying goal of our company — being a
natural part of the community — doing
“business in a true community spirit.

The events of September 11, 2001 make us realize, more than ever,
how precious our land and people are. It is natural that our country
has experienced renewed patriotism, a caring and giving spirit, a
commitment to protecting what our forefathers established for us. ltis,
therefore, appropriate that our theme encompasses the beauty of the
part of America we call home — Appalachia.

If you have called our mountains “home” for your entire life, if you
now call it home, or if you are a shareholder who believes in the
integrity of our area, we hope you have enjoyed seeing Appalachia
anew — naturally — in this report.

The land and its people cannot be separated. Our company and
the community knows no separation. We are proud to be Americans,
we are proud to be in Appalachia!l

As always, please feel free to call on any of the Directors of
Appalachian Bancshares, Inc. if you would like to know more about

our company. We are always glad to hear from you.

Sincerely,

-

Frank E. “Butch” Jones~
Chairman, Board of Directors

Appalachian Bancshares, Inc.
2001 Board of Directors
1st Row: Kent Sanford, Frank Jones, Tracy Newton, Joseph Hensley, Kenneth Warren.
2nd Row: Joe Sisson, Roger Futch, Charles Edmondson, Ronald Knight, Alan Dover.
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Corporate Headquarters
Appalachian Bancshares, Inc.
829 Industrial Boulevard

PO Box G

Ellijay, Georgia 30540-0001

Notice of 2002 Annual Meeting

The Annual Meeting of Shareholders of
Appalachian Bancshares, inc. will be heid on
Tuesday, May 21, 2002 at 3:00 pm at the
Corporate Headquarters. 829 Industrial
Boulevard, Ellijay, Georgia 30540.

General Counsel
Smith, Gambrell & Russell, LLP
Atlanta, Georgia

Independent Auditors
Schauer, Taylor, Cox, Vise & Morgan, P.C.
Birmingham, Alabama

For Shareholder information contact
Appatachian Bancshares, inc.

Mr. Alan May

829 Industrial Boulevard

Ellijay, Georgia 30540
706-276-8000

Shareholders of Record

Appalachian Bancshares, Inc. had 2,968,870
shares of Common Stock outstanding and 1,394
shareholders of record as of March 28, 2002

BOARD OF DIRECTORS
Alan S. Dover
CEQO/Owner
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Charles A. Edmondson
Agent
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Roger E. Futch
Executive Vice President/COO
Ellijay Telephone Company

Joseph C. Hensley
General Manager/CFO
U.S. Carrier Telecom, LLC

Frank E. Jones
Minister
Ellijay Church of Christ

J. Ronald Knight
President/Co-owner
Twin City Motors, Inc.

Tracy R. Newton
President/CEQ/Director
Appalachian Bancshares, Inc.

Kent W. Sanford
EVP/COO/Director

Gilmer County Bank
Appalachian Community Bank
Appalachian Bancshares, Inc.

P. Joe Sisson
President/CEO
Sisson Corporation

Secretary, Appalachian Bancshares, Inc.

hu..}"lr

APPALACHIAN Kenneth D. Warren
w>20~m*m>wmm President/Co-owner

e e e Warren’s Auto Sales, Inc.

MARKET INFORMATION

There is no established trading market for the Company’s Common Stock, $.01 par value {the “Common Stock”), which has been traded
inactively in private transactions. Therefore, no reliable information is available as to trades of the Common Stock or as to the prices at which
Common Stock has traded. In 1998, Interstate/Johnson Lane Corporation was approved as market maker for the Company’s Common Stock.

in May 1998 and April 2000, the Company effected a two-for-one share split of its Common Stock (the “Stack Split”) in the form of a common
stock dividend. All amounts nqmmm:aa in this Report and in the financial mﬁm,m:.m:a are adjusted to reflect the Stock Split. This net effect oq the
Stock Split-did not change total shareholders’ equity. -

DIVIDENDS

The Bank is subject to restrictions on the nm<s._m:» of dividends under Georgia law and the regulations of the DBF. For the years ended
December 31, 2001, 2000 and 1999, the Bank paid dividends to the Company of $250,000, $700,000 and mwwo 000, vamﬁzm_x which were
used by the Ooiumz< for repayment of debt and other expenses.

The Company is also subject to limits on payment of dividends by the rules, regulations and policies of federal banking authorities. See
“Supervision and Regulation — Dividends.” The primary source of funds available for the payment of cash dividends by the Company are
dividends from the Bank. There are various statutory and regulatory limitation on the payment of dividends by the Bank, as well as by the
Company to its shareholders. No assurance can be given that any dividends will be declared by the Company in the future, or if declared, what
amounts would be declared or whether such dividends would continue. The Company has not paid any dividends to date.
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which management is aware as of such date. Although directors and executive officers of the registrant were assumed to be “affiliates” of
the registrant for purposes of this calculation, the classification is not to be interpreted as an admission of such status.

At March 28, 2002, there were 2,968,870 shares of the registrant’s Common Stock outstanding.

Transitional Small Business Disclosure Format (check one): Yes 0 No ™

Documents Incorporated by Reference

Portions of the registrant’s definitive Proxy Statement for the 2002 Annual Meeting of Shareholders are incorporated by
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PART I
CAUTIONARY NOTICE REGARDING FORWARD-LOCKING STATEMENTS

Certain of the statements made in this Report and in documents incorporated by reference herein, including
matters discussed under the caption “Management’s Discussion and Analysis of Financial Condition and Results of
Operations,” as well as oral statements made by the Company or its officers, directors or employees, may constitute
forward-looking statements within the meaning of Section 21E of the Securities Exchange Act of 1934, as amended
(the “Exchange Act”). Such forward-looking statements are based on Management’s beliefs, current expectations,
estimates and projections about the financial services industry, the economy and about the Company and the Bank
in general. The words “expect,” “anticipate,” “intend,” “plan,” “believe,” “seek,” “estimate” and similar expressions
are intended to identify such forward-looking statements; however, this Report also contains other forward-looking
statements in addition to historical information. Such forward-looking statements are not guarantees of future
performance and are subject to risks, uncertainties and other factors that may cause the actual results, performance
or achievements of the Company to differ materially from historical results or from any results expressed or implied
by such forward-looking statements. Such factors include, without limitation, (i) increased competition with other
financial institutions, (ii) lack of sustained growth in the economy in Gilmer and Union Counties (iii) rapid
fluctuations in interest rates, (iv) the inability of the Bank (as defined herein) to maintain regulatory capital
standards, and (v) changes in the legislative and regulatory environment. Many of such factors are beyond the
Company’s ability to control or predict, and readers are cautioned not to put undue reliance on such forward-looking
statements. The Company disclaims any obligation to update or revise any forward-looking statements contained in
this Report, whether as a result of new information, future events or otherwise.

LR 39 <

Item 1. Business
History and Development of the Company

Appalachian Bancshares, Inc. (the “Company” or “Registrant”) is a bank holding company which engages
in providing a full range of banking services through its commercial bank subsidiary: Appalachian Community
Bank, formerly the two separate banks; Gilmer County Bank and Appalachian Community Bank. During 2001 the
two former subsidiary banks merged to become one bank. For the immediate future, the separate locations will
continue to operate under their former names as trade names (the Company’s bank subsidiary is referred to as the
“Bank”). The Company was incorporated as a business corporation in May [996 under the laws of the State of
Georgia for the purpose of acquiring 100% of the issued and outstanding shares of common stock of the formerly
named Gilmer County Bank. In July 1996, the Company received approval from the Federal Reserve Bank of
Atlanta (the “Federal Reserve”) and the Georgia Department of Banking and Finance (“DBF”) to become a bank
holding company. In August 1996, the Company and Gilmer County Bank entered into a reorganization (the
“Reorganization”) pursuant to which the Company acquired 100% of the outstanding shares of Gilmer County
Bank, and the shareholders of Gilmer County Bank became the shareholders of the capital stock of the Company.

On November 30, 1998, the Company completed an acquisition of First National Bank of Union County
(“First National”) from Century South Banks, Inc. (“Century South”). First National, renamed to Appalachian
Community Bank during 1999, is a state chartered bank organized in 1981 with its main banking office located in
Blairsville, Georgia. Pursuant to the terms of the acquisition agreement, the Company acquired First National, in a
cash transaction, for a purchase price of $6.1 million, with the assumption of certain existing liabilities and assets of
First National by Century South or certain of its affiliates. The Company funded a portion of the purchase price with
the proceeds of a private placement of 132,500 shares of the Company’s Common Stock to certain accredited
investors. The aggregate gross proceeds of the private placement were $2.65 million. The Company funded the
remainder of the purchase price through a new $3.6 million loan with The Bankers Bank.

As mentioned above, during 2001, the two previous bank subsidiaries, Gilmer County Bank and
Appalachian Community Bank were merged. Gilmer County Bank, the surviving bank, simultaneously changed its
name to Appalachian Community Bank. The merger was consummated to facilitate greater cost efficiencies of
operations, centralized management, consistency of regulatory compliance and to provide a stronger capital base
from which to serve the communities in our market areas. The name change of Gilmer County Bank was desired to
more clearly depict the overall geographic region in which we service customers.
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At December 31, 2001, the assets of the Company consisted primarily of its ownership of the capital stock
of the Bank. Unless otherwise indicated, the information presented herein relating to the Company refers to the
Company and the Bank on a consolidated basis.

The CompanyA’s executive office is located at 829 Industrial Boulevard, Ellijay, Georgia, and its telephone
number at such location is (706) 276-8000.

Business of the Company

The Company is authorized to engage in any activity permitted by law to a corporation, subject to
applicable federal and state regulatory restrictions on the activities of bank holding companies. The Company’s
holding company structure provides it with greater flexibility than the respective Bank would otherwise have to
expand and diversify their business activities through newly formed subsidiaries, or through acquisitions. During the
year 2000, Appalachian Information Management, Inc. (“AIM"), a Georgia corporation, was formed as a wholly-
owned subsidiary of the Bank. AIM provides in-house data services to the Bank and offers data processing services
to other institutions.

While management of the Company has no present plans to engage in any other business activities,
management may from time to time study the feasibility of establishing or acquiring subsidiaries to engage in other
business activities to the extent permitted by law.

The Bank

The formerly named Gilmer County Bank was organized in 1994 under the laws of the State of Georgia to
conduct a commercial banking business in Gilmer County, Georgia. Gilmer County Bank was formed to meet the
banking needs of individuals, small- to medium-sized businesses, and farmers, especially those engaged in apple and
poultry production.

Gilmer County Bank was organized by a group of individuals from Gilmer County and the surrounding area
and commenced business from its main office location at 829 Industrial Boulevard, Ellijay, Georgia on March 3, 1995.
Gilmer County Bank operated in development stage prior to that time.

The former Appalachian Community Bank (“Appalachian”) was organized in 1981 as an insured national bank
chartered under the federal banking laws of the United States of America. During 1999, the Bank converted from a
national bank to a state-chartered bank under the laws of the State of Georgia.

The Bank conducts business in four locations in three counties and has correspondent relationships with several
banks including the Bankers Bank, SunTrust Bank, SouthTrust Bank and the Federal Home Loan Bank of Atlanta. The
Bank’s deposits are insured by the Federal Deposit Insurance Corporation (“FDIC”). The Bank’s branches located in
Gilmer County operate under the trade name “Gilmer County Bank.”

Banking Services and Operations

The Bank performs banking services customary for full service banks of similar size and character. Such
services include the receipt of demand and time deposit accounts, the extension of personal and commercial loans and
the furnishing of personal and commercial checking accounts. The Bank draws most of its customer deposits and
conducts most of its lending transactions from and within a primary service area encompassing Gilmer County, Fannin
County, Union County, Towns County, northern Pickens County, western Dawson County and southeastern Murray
County, Georgia.




The principal business of the Bank is to attract and accept deposits from the public and to make loans and other
investments. The principal sources of funds for the Bank’s loans and investments are (1) demand, time, savings, and
other deposits (including negotiable order of withdrawal (“NOW”) accounts), (2) amortization and prepayment of loans
granted, (3) sales to other lenders or institutions of loans or participation in loans, (4) fees paid by other lenders or
institutions for servicing loans sold by the Bank to such lenders or institutions and (5) borrowings. The principal sources
of income for the Bank are interest and fees collected on loans, including fees received for servicing loans sold to other
lenders or institutions and, to a lesser extent, interest and dividends collected on other investments. The principal
expenses of the Bank are (1) interest paid on savings and other deposits (including NOW accounts), (2) interest paid on
borrowings by the Bank, (3) employee compensation, (4) office expenses and (5) other overhead expenses.

Employees

Except for the officers of the Company, who are also officers of the Bank, the Company does not have any
employees. At December 31, 2001, the Bank had a total of 98 employees, 78 of which were full-time employees. The
Company and the Bank are not parties to any collective bargaining agreements with employees, and management
believes that employee relations are generally good.

Lending Activities

General. The Bank is authorized to make both secured and unsecured commercial and consumer loans to
individuals, partnerships, corporations and other entities. The Bank’s lending business consists principally of making
secured real estate loans, including residential and commercial construction loans, and primary and secondary mortgage
loans for the acquisition or improvement of personal residences. In addition, the Bank makes consumer loans to
individuals and commercial loans to small and medium-sized businesses and professional concerns. Loans to the poultry
industry constituted approximately 11.8% of the Bank’s total loans at December 31, 2001.

The Bank has engaged in secondary-market mortgage activities, obtaining commitments, through
intermediaries, from secondary mortgage purchasers to purchase mortgage loans originated by the Bank. Based on these
commitments, the Bank originates mortgage loans on terms corresponding to such commitments and generates fee
income to supplement its interest income. No mortgage loans are held by the Bank for resale nor are any loans held for
mortgage servicing. :

Real Estate Loans. Loans secured by real estate are the primary component of the Bank’s loan portfolio,
constituting approximately $202 million, or 81%, of the Bank’s total loans at December 31, 2001. These loans consist of
commercial real estate loans, construction and development loans and residential real estate loans, but exclude home
equity loans, which are classified as consumer loans.

Commercial Loans. The Bank makes loans for commercial purposes to various lines of businesses. At
December 31, 2001, the Bank held approximately $29 million, or 12% of the Bank’s total loans, in commercial loans,
excluding for these purposes commercial loans secured by real estate which are included in the real estate category
above.

Consumer Loans. The Bank makes a variety of loans to individuals for personal and household purposes,
including secured and unsecured installment and term loans, home equity loans and lines of credit, and revolving lines of
credit such as credit cards. At December 31, 2001, the Bank held approximately $19 million in consumer loans,
representing 8% of the Bank’s total loans.

Loan Approval and Review. The Bank’s loan approval policies provide for various levels of officer lending
authority. When the aggregate outstanding loans to a single borrower exceeds that individual officer’s lending authority,
the loan request must be considered and approved by an officer with a higher lending limit or the officers’ loan
committee. Individual officers’ lending limits range from $15,000 to $150,000, depending on seniority and the type of
loan. The officers’ loan committee, which consists of the president, executive vice president and senior lending officer,
has a lending limit of $200,000 for secured loans. Loans between $200,000 and $500,000 must be approved by a
directors’ loan committee, which is made up of the president, the senior lending officer and three outside directors.
Loans above $500,000 require approval by the majority of the full board of directors.




The Bank has a continuous loan review procedure involving multiple officers of the Bank that is designed to
promote early identification of credit quality problems. All loan officers are charged with the responsibility of rating
their loans and reviewing those loans on a periodic basis, the frequency of which increases as the quality of the loan
decreases. The Bank has employed an in-house specialist to review all loans in excess of $100,000 and to periodically
sample loans of $100,000 and less.

Deposits

The Bank offers a variety of deposit programs to individuals and to small to medium-sized businesses and other
organizations at interest rates generally consistent with local market conditions. The Bank is authorized to accept and pay
interest on deposits from individuals, corporations, partnerships and any other types of legal entities, including
fiduciaries (such as private trusts). Qualified deposits are insured by the FDIC in an amount up to $100,000.

The following table sets forth the mix of depository accounts at the Bank as a percentage of total deposits at
December 31, 2001.

Depeosit Mix
December 31, 2001
Non-interest bearing demand ... 6.38%
Interest-bearing demand.............ccovcovniicircic 17.11%
SAVINGS oottt et e bbb 14.56%
TIME DEPOSIES ..ottt ettt bt e 43.70%
Certificates of Deposit of $100,000 OF MOTE .......occvevcvecncrerciecnrecrereeereenes 18.25%
TOAL 1ot e e s 100.00%

The Bank is a member of the Cirrus ATM network of automated teller machines, which permits the Bank’s
customers to perform certain transactions in numerous cities throughout Georgia and in other states. The Bank’s charter
provides for trust powers but only upon application to the DBF. To date, the Bank has not submitted and has no plans to
submit such an application.

Competition and Market Area

The banking business is highly competitive. The Bank competes with other commercial banks, thrift
institutions, credit unions, and money market mutual fund providers operating in Ellijay, Gilmer County and Blairsville,
Union County, Georgia and elsewhere. Some banks with which the Bank competes have significantly greater resources
and higher lending limits (by virtue of their greater capitalization). Credit unions and money market mutual fund
providers with which the Bank competes may have competitive advantages as a result of being subject to different, and
possibly less stringent, regulatory requirements.

The Bank serves the areas of Gilmer County, southwestern Fannin County, northern Pickens County, western
Dawson County, southeastern Murray County, Union County, Towns County and Fannin County, Georgia.

As of December 31, 2001, three non-locally owned banks had offices in Gilmer County and two locally owned
banks had offices in Blairsville. B B & T, a bank holding company headquartered in Winston-Salem, North Carolina,
operates a full service branch and a separate drive-thru facility in Gilmer County. Regions Bank, an Alabama bank
holding company, operates one office in Gilmer County. United Community Bank, a branch of Peoples Bank in Fannin
County, maintains a branch office in Gilmer County. Bank of Blairsville, a branch of Bank of Hiawassee, operates an
office in Blairsville. Union County Bank, headquartered in Blairsville, operates an office in Blairsville. In addition, many
local businesses and individuals have deposits outside the primary service areas of the Bank.




Monetary Policies

The results of operations of the Company and the Bank are significantly affected by the credit polictes of
monetary authorities, particularly the Board of Governors of the Federal Reserve System. The instruments of monetary
policy employed by the Federal Reserve include open market operations in U.S. government securities, changes in
discount rates on member bank borrowings, and changes in reserve requirements against bank deposits. In view of
changing conditions in the national economy and in the money markets, as well as the effect of action by monetary and
fiscal authorities, including the Federal Reserve System, no prediction can be made as to possible future changes in
interest rates, deposit levels, loan demand, or the business and earnings of the Bank.

SUPERVISICN AND REGULATION

General

The Company and the Bank operate in a highly regulated environment, and their business activities are
governed by statute, regulation and administrative policies. The business activities of the Company and the Bank
are closely supervised by a number of regulatory agencies, including the Federal Reserve Board, the Georgia
Department of Banking and Finance (the “Georgia Banking Department”) and the FDIC. In addition, the Company
18 subject to certain periodic reporting and disclosure requirements of the Securities and Exchange Commission.

The Company is reguiated by the Federal Reserve Board under the federal Bank Holding Company Act of
1956, as amended, which requires every bank holding company to obtain the prior approval of the Federal Reserve
Board before acquiring more than 5% of the voting shares of any bank or all or substantially all of the assets of a
bank, and before merging or consolidating with another bank holding company. The Federal Reserve Board
(pursuant to regulation and published policy statements) has maintained that a bank holding company must serve as
a source of financial strength to its subsidiary banks. In adhering to the Federal Reserve Board policy, the Company
may be required to provide financial support to a subsidiary bank at a time when, absent such Federal Reserve Board
policy, the Company may not deem it advisable to provide such assistance.

Under the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, restrictions on interstate
acquisition of banks by bank holding companies were repealed, such that the Company, or any other bank holding
company located in Georgia, may acquire a bank located in any other state, and a bank holding company located
outside Georgia may acquire any Georgia-based bank, in either case subject to certain deposit percentage and other
restrictions. The legislation also provides that, unless an individual state has elected to prohibit out-of-state banks
from operating interstate branches within its territory, adequately capitalized and managed bank holding companies
will be able to consolidate their multistate bank operations into a single bank subsidiary and to branch interstate
through acquisitions.

De novo branching by an out-of-state bank is permitted only if it is expressly permitted by the laws of the
host state. The authority of a bank to establish and operate branches within a state remains subject to applicable
state branching laws. The legislature of the State of Georgia has enacted an interstate banking statute which allows
bank holding companies located throughout the United States to acquire banks and bank holding companies located
in Georgia under certain conditions. Such legislation has had the effect of increasing competition among financial
institutions in the Bank’s market area and in the State of Georgia generally.

Georgia banks are permitted by statute to branch statewide. Such branch banking, however, is subject to
prior approval by the Georgia Banking Department and the FDIC. Any approval by the Georgia Banking
Department and the FDIC would take into consideration several factors, including the Bank’s level of capital, the
prospects and economics of the proposed branch office, the overall financial condition and safety and soundness of
the applicant bank, and other considerations deemed relevant by the Georgia Banking Department and the FDIC for
purposes of determining whether approval should be granted to open a branch office.

A bank holding company which has not elected to become a financial holding company under the Gramm-
Leach-Bliley Act, as discussed below, will generally be prohibited from acquiring control of any company which is
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not a bank and from engaging in any business other than the business of banking or managing and controlling banks.
However, bank holding companies may still engage in certain activities which have been identified by the Federal
Reserve Board to be so closely related to banking as to be a proper incident thereto and thus permissible for bank
holding companies.

The list of permissible nonbanking activities includes the following activities: extending credit and
servicing loans; acting as investment or financial advisor to any person, with certain limitations; leasing personal
and real property or acting as a broker with respect thereto; providing management and employee benefits
consulting advice and career counseling services to nonaffiliated banks and nonbank depository institutions;
operating certain nonbank depository institutions; performing certain trust company functions; providing certain
agency transactional services, including securities brokerage services, riskless principal transactions, private
placement services, and acting as a futures commission merchant; providing data processing and data transmission
services; acting as an insurance agent or underwriter with respect to limited types of insurance; performing real
estate appraisals; arranging commercial real estate equity financing; providing check-guaranty, collection agency
and credit bureau services; engaging in asset management, servicing and collection activities; providing real estate
settlement services; acquiring certain debt which is in default; underwriting and dealing in obligations of the United
States, the states and their political subdivisions; engaging as a principal in foreign exchange trading and dealing in
precious metals; providing other support services such as courier services and the printing and selling of checks; and
investing in programs designed to promote community welfare.

In determining whether an activity is so closely related to banking as to be permissible for bank holding
companies, the Federal Reserve Board is required to consider whether the performance of such activities by a bank
holding company or its subsidiaries can reasonably be expected to produce benefits to the public, such as greater
convenience, increased competition and gains in efficiency, that outweigh such possible adverse effects as nndue
concentration of resources, decreased or unfair competition, conflicts of interest, and unsound banking practices.
Generally, bank holding companies must obtain approval of the Federal Reserve Board to engage in any activity not
previously approved by the Federal Reserve Board or to modify in any material respect an activity for which Federal
Reserve Board approval had been obtained.

Georgia law requires every bank holding company to obtain the prior approval of the Georgia Banking
Department before acquiring more than 5% of the voting shares of any Georgia bank or all or substantially all of the
assets of a Georgia bank, or before merging or consolidating with any Georgia bank holding company. A bank
holding company is generally prohibited from acquiring ownership or control of 5% or more of the voting shares of
any Georgia bank unless the Georgia bank to be acquired has been in existence and continuously operating, on the
date of the acquisition, for a period of five years or more.

Georgia law contains provisions that limit interest rates that may be charged by banks and other lenders on
certain types of loans. Numerous exceptions exist to the general interest limitations imposed by Georgia law. The
relative importance of these interest limitation laws to the financial operations of the Bank will vary from time to
time, depending upon a number of factors, including conditions in the money markets, the cost and availability of
funds and prevailing interest rates.

Pursuant to Georgia law, no person or group of persons may, directly or indirectly or acting by or through
one or more persons, purchase or acquire a controlling interest in any financial institution which would result in the
change in control of that financial institution unless the Georgia Banking Department first shall have approved such
proposed acquisition. A person or group will be deemed to have acquired “control” of a bank if the person or group
directly or indirectly, or acting through one or more other persons, has the power to direct the management or
policies of the financial institution or to vote 26% or more of any class of voting securities of the financial
institution.




Gramm-Leach-Bliley

The Gramm-Leach-Bliley Act, also known as the Financial Services Modernization Act of 1999
(“GLBA”), enacted in 1999, enables bank holding companies to acquire insurance companies and securities firms
and effectively repeals depression-era laws, which prohibited the affiliation of banks and these other financial
services entities under a single holding company. Bank holding companies, and other types of financial services
entities, may elect to become financial holding companies under the new law, which will enable them to offer
virtually any type of financial service, or services incident to financial services, including banking, securities
underwriting, merchant banking and insurance (both underwriting and agency services). The new financial services
authorized by the GLBA also may be engaged in by a “financial subsidiary” of a national or state bank, with the
exception of insurance or annuity underwriting, insurance company portfolio investments, real estate investment and
development, and merchant banking, all of which must be conducted under the financial holding company.

To become a financial holding company, a bank holding company must provide notice to the Federal
Reserve Board of its desire to become a financial holding company, and certify to the Federal Reserve Board that
each of its bank subsidiaries is “well-capitalized,” “well-managed” and has at least a “satisfactory” rating under the
Community Reinvestment Act.

The GLBA establishes a system of functional regulation, under which the Federal Reserve Board will
regulate the banking activities of financial holding companies and other federal banking regulators will regulate
banks' financial subsidiaries. The SEC will regulate securities activities of financial holding companies and state
insurance regulators will regulate their insurance activities. The GLBA also provides new protections against the
transfer and use by financial institutions of consumers' non-public, personal information.

The implementation of the act increases competition in the financial services sector by allowing many
different entities, including banks and bank holding companies, to affiliate and/or to merge with other financial
services entities and cross-sell their financial products in order to better serve their current and prospective
customers. At this time, the Company does not intend to seek qualification as a financial holding company or to
enter into these additional financial services areas.

Dividends

The Company is a legal entity separate and distinct from the Bank. The principal source of cash flow for the
Company 1s dividends from the Bank. There are various statutory and regulatory limitations on the payment of dividends
by the Bank, as well as dividends paid by the Company to its shareholders.

The payment of dividends by the Company and the Bank may be affected or limited by regulatory requirements
and policies, such as the maintenance of adequate capital. If, in the opinion of the applicable regulatory authority, a bank
under its jurisdiction is engaged in or is about to engage in an unsafe or unsound practice (which could include the
payment of dividends depending on the institution’s financial condition), such authority may require, after notice and
hearing, that the bank cease and desist from such practice. The FDIC and the Federal Reserve Board have issued policy
statements that provide, generally, that insured banks and bank holding companies should only pay dividends out of
current operating earnings. The Federal Reserve has issued a policy statement to the same effect for bank holding
companies. In addition, all insured depository institutions are subject to the capital-based limitations required by the
Federal Deposit Insurance Corporation Improvement Act of 1991, as discussed below.

Under Georgia law, the Bank must obtain approval of the Georgia Banking Department before they may pay
cash dividends out of retained earnings if (1) the total classified assets at the most recent examination of such bank
exceed 80% of the equity capital, (2) the aggregate amount of dividends declared or anticipated to be declared in the
calendar year exceeds 50% of the net profits, after taxes but before dividends, for the previous calendar year, or (3) the
ratio of equity capital to adjusted assets is less than 6%.




Capital Adequacy Requirements

Both the Company and the Bank are subject to regulatory capital requirements imposed by the Federal
Reserve Board and the FDIC. The Federal Reserve Board and the FDIC have issued risk-based capital guidelines
for bank holding companies and banks which make regulatory capital requirements more sensitive to differences in
risk profiles of various banking organizations. The capital adequacy guidelines issued by the Federal Reserve Board
are applied to bank holding companies, on a consolidated basis with the banks owned by the holding company, as
well as to state member banks. The FDIC’s risk capital guidelines apply directly to national banks regardless of
whether they are a subsidiary of a bank holding company. Both agencies’ requirements (which are substantially
similar), provide that banking organizations must have capital equivalent to at least 8% of risk-weighted assets. The
risk weights assigned to assets are based primarily on credit risks. Depending upon the risk level of a particular
asset, it is assigned to a risk category. For example, securities with an unconditional guarantee by the United States
government are assigned to the lowest risk category, while a risk weight of 50% is assigned to loans secured by
owner-occupied one to four family residential mortgages provided that certain conditions are met. The aggregate
amount of assets assigned to each risk category is multiplied by the risk weight assigned to that category to
determine the weighted values, which are added together to determine total risk-weighted assets.

The Federal Reserve Board and the FDIC have also implemented minimum capital leverage ratios to be
used in tandem with the risk-based guidelines in assessing the overall capital adequacy of banks and bank holding
companies. Under these rules, banking institutions must maintain a ratio of at least 3% “Tier 1" capital to total
weighted risk assets (net of goodwill, certain intangible assets, and certain deferred tax assets). Tier | capital
includes common shareholders equity, noncumulative perpetual preferred stock and related surplus, and minority
interests in the equity accounts of consolidated subsidiaries.

Both the risk-based capital guidelines and the leverage ratio are minimum requirements. They are
applicable to all banking institutions unless the applicable regulating authority determines that different minimum
capital ratios are appropriate for a particular institution based upon its circumstances. Institutions operating at or
near these ratios are expected to have well-diversified risks, excellent control systems, high asset quality, high
liquidity, good earnings, and in general must be considered strong banking organizations, rated composite 1 under
the CAMELS rating system of banks or the BOPEC rating system of bank holding companies.

The Federal Reserve Board requires bank holding companies without a BOPEC-1 rating to maintain a ratio
of at least 4% Tier 1 capital to total assets; furthermore, banking organizations with supervisory, financial,
operational, or managerial weaknesses, as well as organizations that are anticipating or experiencing significant
growth, are expected to maintain capital ratios well above the 3% and 4% minimum levels.

The FDIC has also adopted a rule substantially similar to that issued by the Federal Reserve Board, that
establishes a minimum leverage ratio of 3% and provides that FDIC-regulated banks with anything less than a
CAMELS-1 rating must maintain a ratio of at least 4%. In addition, the FDIC rule specifies that a depository
institution operating with less than the applicable minimum leverage capital requirement will be deemed to be
operating in an unsafe and unsound manner unless the institution is in compliance with a plan, submitted to and
approved by the FDIC, to increase the ratio to an appropriate level. Finally, the FDIC requires any insured
depository institution with a leverage ratio of less than 2% to enter into and be in compliance with a written
agreement between it and the FDIC (or the primary regulator, with the FDIC as a party to the agreement). Such an
agreement should contemplate immediate efforts to acquire the capital required to increase the ratio to an
appropriate level. Institutions that fail to enter into or maintain compliance with such an agreement will be subject
to enforcement action by the FDIC.

The risk-based capital guidelines of the Federal Reserve Board and the FDIC explicitly include provisions
regarding a bank’s exposure to declines in the economic value of its capital due to changes in interest rates to ensure
that the guidelines take adequate account of interest rate risk. Interest rate risk is the adverse effect that changes in
market interest rates may have on a bank’s financial condition and is inherent to the business of banking. The
exposure of a bank’s economic value generally represents the change in the present value of its assets, less the
change in the value of its liabilities, plus the change in the value of its interest rate off-balance sheet contracts.
Concurrently, the agencies issued a joint policy statement to bankers, effective June 26, 1996, to provide guidance
on sound practices for managing interest rate risk. In the policy statement, the agencies emphasize the necessity of
adequate oversight by a bank’s Board of Directors and senior management and of a comprehensive risk management
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process. The policy statement also describes the critical factors affecting the agencies’ evaluations of a bank’s
interest rate risk when making a determination of capital adequacy. The agencies’ risk assessment approach used to
evaluate a bank’s capital adequacy for interest rate risk relies on a combination of quantitative and qualitative
factors. Banks that are found to have high levels of exposure and/or weak management practices will be directed by
the agencies to take corrective action.

The Federal Reserve Board and the FDIC have added a provision to the risk-based capital guidelines that
supplements and modifies the usual risk-based capital calculations to ensure that institutions with significant
exposure to market risk maintain adequate capital to support that exposure. Market risk is the potential loss to an
institution resuiting from changes in market prices. The modifications are intended to address two types of market
risk: general market risk, which includes changes in general interest rates, equity prices, exchange rates, or
commodity prices, and specific market risk, which includes particular risks faced by the individual institution, such
as event and default risks. The provision defines a new category of capital, Tier 3, which includes certain types of
subordinated debt. The provision automatically applies only to those institutions whose trading activity, on a
worldwide consolidated basis, equals either (i) 10% or more of total assets or (ii) $1 billion or more, although the
agencies may apply the provision’s requirements to any institution for which application of the new standard is
deemed necessary or appropriate for safe banking practices. For institutions to which the modifications apply, Tier
3 capital may not be included in the calculation rendering the 8% credit risk ratio; the sum of Tier 2 and Tier 3
capital may not exceed 100% of Tier 1 capital; and Tier 3 capital is used in both the numerator and denominator of
the normal risk-based capital ratio calculation to account for the estimated maximum amount that the value of all
positions in the institution’s trading account, as well as all foreign exchange and commodity positions, could decline
within certain parameters set forth in a model defined by the statute. Furthermore, covered institutions must
“backtest,” comparing the actual net trading profit or loss for each of its most recent 250 days against the
corresponding measures generated by the statutory model. Once per quarter, the institution must identify the
number of times the actual net trading loss exceeded the corresponding measure and must then apply a statutory
multiplication factor based on that number for the next quarter’s capital charge for market risk.

Prompt Corrective Action

The Federal Deposit Insurance Corporation Improvement Act of 1991 (the “FDICIA”™), provides for a
number of reforms relating to the safety and soundness of the deposit insurance system, supervision of domestic and
foreign depository institutions and improvement of accounting standards. One element of the FDICIA provides for
the development of a regulatory monitoring system requiring prompt action on the part of banking regulators with
regard to certain classes of undercapitalized institutions. While the FDICIA does not change any of the minimum
capital requirements, it directs each of the federal banking agencies to issue regulations putting the monitoring plan
into effect. The FDICIA creates five “capital categories” (“well capitalized,” “adequately capitalized,”
“undercapitalized,” “significantly undercapitalized” and “critically undercapitalized”) which are defined in the
FDICIA and are used to determine the severity of corrective action the appropriate regulator may take in the event
an institution reaches a given level of undercapitalization. For example, an institution which becomes
“undercapitalized” must submit a capital restoration plan to the appropriate regulator outlining the steps it will take
to become adequately capitalized. Upon approving the plan, the regulator will monitor the institution’s compliance.
Before a capital restoration plan will be approved, any entity controlling a bank (i.e., a holding company) must
guarantee compliance with the plan until the institution has been adequately capitalized for four consecutive
calendar quarters. The liability of the holding company is limited to the lesser of five percent of the institution’s
total assets or the amount which is necessary to bring the institution into compliance with all capital standards. In
addition, “undercapitalized” institutions will be restricted from paying management fees, dividends and other capital
distributions, will be subject to certain asset growth restrictions and will be required to obtain prior approval from
the appropriate regulator to open new branches or expand into new lines of business.

As an institution’s capital levels decline, the extent of action to be taken by the appropriate regulator
increases, restricting the types of transactions in which the institution may engage and ultimately providing for the
appointment of a receiver for certain institutions deemed to be critically undercapitalized.

The OCC, the Federal Reserve Board and the FDIC have established regulations which, among other
things, prescribe the capital thresholds for each of the five capital categories established by the Act. The following
table reflects the capital thresholds:




Well capitalized” >10% > 6% >5%

Adequately Capitalized" > 8% > 4% >4% @
Undercapitalized® < 8% < 4% <4%®
Significantly Undercapitalized(4) < 6% < 3% <3%

Critically Undercapitalized — —_— <2%

m
2
3
)
)

An institution must meet all three minimums.

> 3% for composite 1-rated institutions, subject to appropriate federal banking agency guidelines.

< 3% for composite 1-rated institutions, subject to appropriate federal banking agency guidelines.

An institution falls into this category if it is below the specified capital level for any of the three capital measures.
Ratio of tangible equity to total assets.

In addition, the Federal Reserve Board and the FDIC have adopted regulations, pursuant to the FDICIA,
defining operational and managerial standards relating to internal controls, loan documentation, credit underwriting,
interest rate exposure, asset growth, and compensation, fees and benefits. Both the capital standards and the safety
and soundness standards which the FDICIA seeks to implement are designed to bolster and protect the deposit
insurance fund.

Reporting Requirements

As a bank holding company, the Company is required to file with the Federal Reserve Board an annual
report of its operations at the end of each fiscal year and such additional information as the Federal Reserve Board
may require pursuant to the Act. The Federal Reserve Board may also make examinations of the Company and each
of its subsidiaries.

The scope of regulation and permissible activities of the Company and the Bank is subject to change by
future federal and state legislation. In addition, regulators sometimes require higher capital levels on a case-by-case
basis based on such factors as the risk characteristics or management of a particular institution. The Company and
the Bank are not aware of any attributes of their operating plan that would cause regulators to impose higher
requirements.

SELECTED STATISTICAL INFORMATION

The following tables set forth certain statistical information and should be read in conjunction with
Management’s Discussion and Analysis of Financial Condition and Results of Gperations contained in this Report
and the Company’s consolidated financial statements and notes thereto beginning at page F-1 of this Report. The
average statistical data presented in this report are generally based on daily average balances.
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Distribution of Assets, Liabilities and Shareholders’ Equity; Interest Rates and Interest Differential

The table below shows, for the periods indicated, the daily average balances outstanding for the major
categories of interest-bearing assets and interest-bearing liabilities, and the average interest rate earned or paid
thereon. Such yields are calculated by dividing income or expense by the average balance of the corresponding
assets or liabilities.

Average Balances, Interest Income/Expense and Yields/Rates
Taxable Equivalent Basis

Years Ended December 31
2001 2000 1999
Interest Average Interest Average Interest Average
Average  Income/ Yields/ Average  Income/ Yields/ Average  Income/ Yields/
Balance Expense Rates Balance Expense Rates Balance _Expense Rates

(Dollars in thousands)
Assets
Earning assets:
Loans, net of unearned

income (1) oo $234,031 § 22,168 947% $204.436 $ 19,633 9.60% $150,691 S 13,827 9.18%
Securities:
Taxable..c..ocoovcennine. 28,212 1,743 6.18 26,632 1,703 6.39 22,500 1,389 6.17
Tax-exempt .. 12,250 816 6.66 7761 649 8.36 10,692 802 7.50
Total securities............. 40,462 2,559 6.32 34,393 2,352 6.84 33,192 2,191 6.60
Interest-bearing deposits 387 5 1.29 515 30 5.83 258 16 6.20
Federal funds sold........ 6.004 367 6.11 3,694 208 5.63 7,399 399 5.39
Total interest-
earning assets (2).... 280,884 25,099 8.94 243,038 22,223 9.14 191,540 16,433 8.58
Non interest-earning assets:
Cash and due from banks 5.190 3,849 4,644
Premises and equipment 6,791 5,783 3,835
Accrued interest and
other assets ............. 8,889 9,274 5,467
Alowance for loan losses __ (2,587) (2,145) (1,783)
Total assets ..occoovivvvcveiercenne $299.167 $259,799 $203,703
Liabilities and
Shareholders’ Equity
Interest-bearing liabilities:
Demand deposits.......... $ 39,100 996 2.55% S 47,011 1,983 4.22% $ 46,222 1,857 4.02%
Savings deposits ......... 35,513 1,075 3.03 28,628 1,227 4.29 31,017 1,256 4,05
Time deposits..... . 153,348 9.224 6.02 120,433 7.710 6.40 88,228 5,137 5.82
Total deposits .......... 227,961 11,295 4.95 196,072 10,920 5.57 165,467 8,250 4,99
Other short-term borrowings 2,278 100 4.39 6,860 389 5.67 2,498 112 4.48
Long-term debt.....c.......... 33.028 2.280 6.90 29.024 2,017 6.95 12,798 777 6.07
Total interest-
bearing liabilities ... 263,267 13,675 5.19 231,956 13,326 5.75 180.763 9.139 5.06
Noninterest-bearing liabilities:
Demand deposits.......... 13,972 10,715 9,558
Accrued interest and
other liabilities......... 2,107 2,083 1,432
Shareholders’ equity ... 19.821 15.045 11.950
Total liabilities and
shareholders’ equity ......... $299.167 $259,799 $203,703
Net interest income/net
interest spread........cc.neue. 11,424 3.75% 8,897 ___ 339% 7,294 352%
Net yield on earning assets ... 4.07% 3.67% 381%
Taxable equivalent adjustment:
LOans oo 57 30 19
Investment securities........ 279 222 274
Total taxable
equivalent adjustment 336 252 293
Net interest income............... $ 11,088 $ 8645 $ 7,001

(I} Average ioans include nonaccrual foans. All foans and deposits are domestic.
(2) Tax equivalent adjustments have been based on an assumed tax rate of 34 percent, and do not give effect to the disallowance for federal
income tax purpose of interest expense related to certain tax-exempt earning assets.
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The following tables set forth, for the years ended December 31, 2001, 2000 and 1999 a summary of the
changes in interest income and interest expense resulting from changes in interest rates and in changes in the volume
of earning assets and interest-bearing liabilities, segregated by category. The change due to volume is calculated by
multiplying the change in volume by the prior year’s rate. The change due to rate is calculated by multiplying the
change in rate by the prior year’s volume. The change attributable to both volume and rate is calculated by
multiplying the change in volume by the change in rate. Figures are presented on a taxable equivalent basis.

Rate/Volume Variance Analysis
Taxable Equivalent Basis

Average Volume Change in Volume Average Rate
2001 2000 1999 2001-2000 _2000-1999 2001 2000 1999
Earning assets; (Dollars in thousands)
Loans, net of unearned income (1) ..o, $ 234,031 $ 204436 $ 150.69! $ 29,595 S 53,745 9.47% 9.60% 9.18%
tavestment Securities:
Taxable 28,212 26,632 22,500 1.580 4,132 6.18 6.39 6.17
Tax exempt 12,250 7.761 10,692 4,489 (2.931) 6.66 8.36 7.50
Total investment securities .. 40,462 34.393 33,192 6,069 1,201 6.32 6.84 6.60
Interest-bearing deposits with other banks 387 515 258 (128) 257 1.29 5.83 6.20
Federal funds sold................ 6,004 3.694 7.399 2.310 (3.705) 6.11 5.63 5.39
Total earning assets.... $.280.884 S 243.038 $ 191,540 $__37.846 $ 51498 8.94 9.16 8.58
Interest-bearing liabilities:
Deposits:
Demand .ot $ 39,100 S 47011 $ 46222 $ 791 3% 789 2.55 422 4.02
Savings.. 35513 28,628 31,007 6.885 (2,389) 3.03 4.29 4.05
Time ..... 153,348 120,433 88.228 32915 32,2035 6.02 6.40 5.82
Total deposits .. 227,961 196,072 165467 31,889 30,605 4.95 5.57 4.99
Other short-term borrowings .. 2.278 6.860 2,498 (4.582) 4.362 4.39 5.67 4.48
Long-term debt 32.028 29.024 12,798 4,004 16,226 6.90 6.95 6.07
Total interest-bearing liabilities... $. 263,267 $.231.956 S _180.763 $ 3131 $_51.193 5.19 5.75 5.06
Net interest income/net interest spread.......c...occeee. 3.75 3.39 3.52
Net yield on earning assets ......c..coeovvverciearoneenn. 4.07 3.67 3.81
Net cost of funds ......ccoovviiicininiineee s 4.87 5.48 4.77
Interest Varjance Attributed to (1)
Income/Expense Variance 2001 2000
2001 2000 1999 2001-2000 2000-1999 Volume Rate Volume Rate

(Dollars in thousands)
Earning assets:
Loans, net of

unearned INCOMe........ccocne e $ 221168 $ 19,633 § 13827 S 2335 $ 5806 $ 2804 $ (269) $ 5146 S 660
Investment Securities:
Taxable 1,743 1,703 1.389 40 314 98 (38) 263 51
Tax exempt... 816 649 802 167 (53) 319 (152) (238) 85
Total investment securities. 2.559 2.352 2.191 207 161 417 (210) 25 136
Interest-bearing deposits
with other banks .. 5 30 16 (25) 14 (6) (19 15 (H
Federal funds sold...... 367 208 399 159 oy 140 19 (208) 7
Total earning assets. 25,099 22,223 16,433 2,876 5.790 3,355 479) 4,945 845
Interest-bearing labilities:
Deposits:
Demand .... 996 1.983 1.857 (987) 126 (294) (693) 32 94
Savings. 1,073 1,227 1,256 (152) 29 236 (408) aon 72
Time ... 9.224 7.710 5,137 1.514 2,573 1,996 482) 2.021 552
Total deposits 11,285 10,920 8.250 375 2,670 1.958 (1,583) 1,952 718
Other short-term borrowings 100 389 112 (289) 277 (216) (73) 240 37
Long-term debt 2,280 2017 771 263 1.240 278 (48] NI} 127
Total interest-
bearing liabilities 13.675 13,326 9.139 349 4,187 2,020 1.671) 3.305 882
Net interest income/net interest spread .. S__11,424 $_ 8897 §_ 7294 §_ 2527 § 1603 1,335 $_1.192 $_1640 $ (3D

(1) The change in interest due to both rate and volume has been allocated to volume and rate changes in proportion to the relationship of the
absolute dollar amounts ot the change in each.
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Securities Portfolio

The carrying amount of securities at the end of each of the years presented is set forth in the following
table:

Securities Portfolio
December 31,

2001 2000 1999
(In thousands)

Securities Available-for-Sale:

U.S. Treasury and U.S. Government agencies ......c.c.coovvvvreeenenn. S 14,691 $ 16,558  § 16,843
Mortgage-backed SECULIHES ......ocovviviiiinieeeiie e 19,340 6,149 6,248
State and municipal SECUTIIES ..cv.vvveviieriverenieeeereeceve e 13,805 8,276 4,717
EQUILY SECUTTHIES ..ecvevvereiiiriiniiririi ettt enes 1,558 1,558 728

TOLAL ..o $ 49394 § 32541 § 28536

Securities Held-te-Maturity:
State and MUNICipal SECUNHES ..vovevviivivieiiereecee e 3 — § - 3 _ 5,800

Average taxable securities were 69.7% of the portfolio in 2001 compared to the prior year levels of 77.4%
in 2000 and 67.8% in 1999. The increase in tax exempt securities from 2000 to 2001 reflects the Bank’s intent to
reduce the effect of federal income taxation.

The maturities and weighted average yields of the investments in the 2001 portfolio of securities are
presented below. The average maturity of the securities portfolio is 5.3 years with an average yield of 6.09%.
Taxable equivalent adjustments (using a 34 percent tax rate) have been made in calculating yields on tax-exempt
obligations. Equity securities have been excluded since these instruments have no maturity date.

Security Portfolio Maturity Schedule

Maturing
Within After One But After Five But After
One Year Within Five Years Within Ten Years Ten Years
Amount Yield Amount Yield Amount Yield Amount Yield

(Amounts in thousands, except percentages)
Securities Available-for-Sale:

U.S. Government agencies......c..ov..e.. S 7.609 5.59% $ 3,607 522% $ 3475 623% $ — 0.00%
Mortgage-backed .......cooccoienniiiiiennns 1,855 2.54 14,750 573 2,735 5.91 — 0.00
State and municipal.........coo — 0.00 1,701 6.98 3,137 7.27 8,967 7.59
Equity SeCUrities ...co.oovecneienrcennenen — 0.00 — 0.00 — 0.00 1,558 5.22

$ 9464 499 $20.058 574 $ 9347 649 510525 724

There were no securities held by the Bank of which the aggregate value on December 31, 2001, exceeded
ten percent of shareholders” equity at that date. (Securities which are payable from and secured by the same source
of revenue or taxing authority are considered to be securities of a single issuer. Securities of the U.S. Government
and U.S. Government agencies and corporations are not included.)
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Loan Portfolio

The following table shows the classification of loans by major category at December 31, 2001, and for each

of the preceding four years.

Types of Loans
December 31
2001 2000 1999 1998 1997
Percent Percent Percent Percent Percent
Amount of Total Amount of Total Amount of Total Amount of Total Amount of Total
(Dollars in thousands)
Commercial, financial
and agricultural .......... $ 29,092 11.6% $ 36320 17.0% 35,375 209% $ 26,883 207% $ 16,536 19.5%
Real estate - construction 54,255 217 22,057 10.3 13,941 8.2 8,543 6.6 5,119 6.1
Real estate - other (1).. 147,852 59.0 136,718 63.8 103,413 61.2 78,965 60.8 50,928 60.2
Consumer..... 19,370 7.7 17,254 8.1 15,026 8.9 13,743 10.6 10,835 12.8
Other loans... — 0.0 1.775 0.8 1,351 0.8 1.697 1.3 1.166 1.4
250,569 ___100.0% 214,124 00.0% 169,106 — 100.0% 129,831 —100.0% 84,584 10.0%
Allowance for loan losses... 2,995) 221 (1,849 (1,686) (930)
Net 10aNnS ..oucerveerrenierreenens $247,574 $.211913 $ 167,257 $128,145 $_83.654

(1) The “real estate - other” category includes multi-family residential, home equity, commercial real estate and undeveloped agricultural real estate loans.

The following table shows the maturity distribution of selected loan classifications at December 31, 2001,
and an analysis of these loans maturing in over one year.

Selected Loan Maturity and Interest Rate Sensitivity

Rate Structure for Loans

Maturity Maturing Over One Year
Over One

One Year Over Predetermined Floating or
Year or Through Five Interest Adjustable

Less Five Years Years Total Rate Rate

(Amounts in thousands)
Commercial, financial

and agricultural ............... $ 12,995 $14,221 $ 1,876 $29,092 $ 5,234 $ 10,863
Real estate - construction ... _ 42,925 9,708 1,622 54,255 6,478 4,852
Total ..ccvvvieieinenicens $ 55,920 $23.929 $_3,498 $83.347 $ 11.712 $ 15715
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The following table presents information concerning outstanding balances of nonperforming assets at
December 31, 2001, and for each of the preceding four years.

Nonperferming Assets

December 31,
2001 2000 1999 1998 1997
(Amounts in thousands, except ratios)

Nonaccruing loans ... $ 1,642 $ ‘385§ 344 $ 4 % 15
Loans past due 90 days or more 12 24 24 23 13
Restructured loans ..o . — — — — —

Total nonperforming 10ans.........ccvcenerncnicvcinnnes 1.654 409 368 27 28
NORacCruing SECUrItes . ......coieriientiierncnren e — — — — —
Other real @StAe ..ot e 133 147 — — —

Total NONPerforming assels ....c....verrvermrenriearireensies $ 1L787 & _ 556 0§ 368 & 27 % 23
Ratios:

Loan loss allowance to total nonperforming assets.... 1.68 398 _ 502 62.44 33.21

Total nonperforming loans to total loans

(net of unearned INTEreS).........cvvveeesvevreereeereenninns 0.66% 0.26% 022% 0.02% _0D.03%
Total nonperforming assets to total assets ................ 0.56% 021% 0.16% __001% _0.02%

It is the general policy of the Bank to stop accruing interest income and place the recognition of interest on
a cash basis when any commercial, industrial or real estate loan is past due as to principal or interest and the
ultimate collection of either is in doubt. Accrual of interest income on consumer installment loans is suspended
when any payment of principal or interest, or both, is more than ninety days delinquent. When a loan is placed on a
nonaccrual basis, any interest previously accrued but not collected is reversed against current income unless the
collateral for the loan is sufficient to cover the accrued interest or a guarantor assures payment of interest. For each
of the five years in the period ended December 31, 2001, the difference between gross interest income that would
have been recorded in such period if the nonaccruing loans had been current in accordance with their original terms
and the amount of interest income on those loans that was included in such period’s net income was negligible.

There has been no significant impact on the Company’s consolidated financial statements as a result of the
provisions of Statement of Financial Accounting Standards No. 114, Accounting by Creditors for Impairment of a
Loan, or Statement of Accounting Standards No. 118, Accounting by Creditors for Impairment of a Loan—Income
Recognition and Disclosures.

Summary of Loan Loss Experience

The provision for loan losses, which is charged to operating results, is based on the growth of the loan
portfolio, the amount of net [oan losses incurred and management’s estimation of potential future losses based on an
evaluation of the risk in the loan portfolio. Management believes that the $2,995,362 in the allowance for loan losses
at December 31, 2001, (1.20% of total net outstanding loans at that date) was adequate to absorb known risks in the
portfolio based upon the Bank’s historical experience. No assurance can be given, however, that increased loan
volume, adverse economic conditions or other circumstances will not result in increased losses in the Bank’s loan
portfolio.
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The following table sets forth certain information with respect to the Bank’s loans, net of unearned income,
and the allowance for loan losses for each of the last five years:

Analysis of Loan Loss Experience

December 31,
2001 2000 1999 1998 1997
(Amounts in thousands, except ratios)

Allowance for loan losses at beginning of year.............. $ 2,211 $ 1.849 % 1,686 % 930 % 655
Adjustment of business acquISILON ....c....cvveivriicnrinnee — — — 557 —
Loans charged off:

Commercial, financial, and agricultural..................... 240 404 461 32 95

Real estate-construction ....c.o.cceeveeernns — — — — 45

Real estate — other .. 134 49 22 — 2
CONSUMET .vvrsveenriienne 170 138 278 104 85
Total loans charged off ...t 544 591 761 136 227

Recoveries on loans previousty charged off:

Commercial, financial, and agricultural ............c....... 8 9 15 6 2

Real estate-construction — — — — 8§

Real estate-other......... 6 — — — 1

CONSUITIET ..ttt 20 22 29 29 11

Total recoveries on loans previously charged off ... 34 31 44 35 22

Net loans charged off.......c....coocomiienicninccc 510 560 717 101 205
Provisions for 10an 1088es ... 1,294 922 880 300 480
Allowance for loan losses at end of period..........cccouene. $ 2995 § 2211 $ 1,849 § 1686 § 930
Loans, net of unearned income, at end of period............ S 250,569 § 214124 % 169,106 § 129,831 3 84,584
Average loans, net of unearned income,
outstanding for the period.......c.ccooovvroeicrvnrieeenn, $ 234031 $ 204436 $ 150691 § 95353 § _ 74753
Ratios:
Atlowance at end of period to loans, net of

UNeArned INCOME .ooviiiiriiire e ee e 1.20% 1.03% 1.09% 1.30% 1.10%
Allowance at end of period to average loans,

net of unearned INCOME ........coivveriiiriiirciere e 1.28 1.08 1.23 1.77 1.24
Net charge-offs to average loans, net of

UNEArned INCOME ...ooioorieiicerieinnriens e e senseenecns 022 027 0.48 0.11 0.27
Net charge-offs to allowance at end of period.. 17.03 25.33 38.78 5.99 22.04
Recoveries to prior year charge-offs ........... e 5.75 4.07 3235 15.42 57.89

In assessing adequacy, management relies predominantly on its ongoing review of the loan portfolio, which
is undertaken both to ascertain whether there are probable losses that must be charged off and to assess the risk
characteristics of the portfolio in the aggregate. This review takes into consideration the judgments of the
responsible lending officers and senior management, and also those of bank regulatory agencies that review the loan
portfolio as part of the regular bank examination process. In evaluating the allowance, management also considers
the loan loss experience of the Bank, the amount of past due and nonperforming loans, current and anticipated
economic conditions, lender requirements and other appropriate information.

17




Management allocated the allowance for loan losses to specific loan classes as follows:

Allocation of Allowance for Loan Losses

2001 2000 1999 1998 1997
Percent Percent Percent Percent Percent
of Loans of Loans of Loans of Loans of Loans
in Each in Each in Each in Each in Each
Category Category Category Category Category
to Total to Total to Total to Total to Total
Amount Loans Amount Loans Amount Loans Amount Loans Amount Loans

(Dollars in Thousands)

Domestic Loans (1)
Commercial, financial

and agricultural ............... S 807 129 § 387 7% $ 349 21% § 421 2% $ 186 20
Real estate —

CONSLIUCHON ...veeivveneens 193 22 199 10 152 8 118 6 55 6
Real estate — other... 1,760 59 1,381 64 1,120 61 894 61 567 60
Consumer....... . 235 7 244 8 228 9 253 11 122 13
{0737 ST — 0 — 1 — 1 — ) — i

Total ..ovvecrerinrerirens $ 2,995 100% §$ 2211 100% $_ 1,849 100% $ 1686 100% § 930 100

(1) The Bank had no foreign loans.

Deposits

The average amounts of and the average rate paid on each of the following categories of deposits for the
years ended December 31, 2001, 2000 and 1999 are as follows:

Years ended December 31,
2001 2000 1999
Amount Rate Amount Rate Amount Rate
(Dollars in thousands)

Noninterest-bearing demand deposits... $ 13,972 0.00% $ 10,715 0.00% $ 9,558 0.00%
Demand ......cccovvrcmnnciinniineeennes 39,100 2.55 47,011 422 46,222 4.02
Savings 35513 3.03 28,628 4.29 31,017 4.05
Time deposits .....ecevvvrrivrinrrierie e 153,348 6.02 120,433 6.40 88,228 5.82
Total interest-bearing deposits .......... 227.961 495 196.072 5.57 165,467 4.99
Total average deposits..........c.coevnnn 241933 467 8§ 206787 528 § 175025 4.71
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The two categories of lowest cost deposits comprised the following percentages of average total deposits
during 2001: average noninterest-bearing demand deposits, 5.78 percent; and average savings deposits, 14.68
percent. Of average time deposits, approximately 29.38 percent were large denomination certificates of deposit. The

maturities of the time certificates of deposit of $100,000 or more issued by the Bank at December 31, 2001, are
summarized in the table below.

Maturities of Large Time Deposits

Time

Certificates

of Deposit
{Amounts in thousands)
THICE MONTNS OF LESS ..uttiiiiiieiit et eeeeceeecereereesereessreeeesscseesaseeeenesns $ 13919
Over three through siXx months ... 19,860
Over six through twelve MOnthS.........ocevvveiciinnie e 13,100
Over twelve MONEHS ....oov i e eren e 1,310
TOLAL. ettt et e s et en e e r e r e st e $ 48,189

Return on Equity and Assets

The following table summarizes certain financial ratios for the Company for the years ended December 31,
2001, 2000 and 1999.

Return on Equity and Assets

Year ended December 31,

2001 2000 1999
RetUrn on average assels ......ccoerveriirerermrrerniisseennninens 0.85% 0.63% 0.62%
Return on average equity......ccocccoreinciiinicceenices 12.80 10.83 10.59
Dividend payout ratio........ccceeeeeererccnioreninnereeeeeas 0.00 0.00 0.00
Average equity to average assets ratio.......ovcceverencenens 6.63 5.79 5.87
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SELECTED CONSOLIDATED FINANCIAL DATA

The following table sets forth selected consolidated financial data of the Company for the years ended
December 31, 2001, and the previous four years. All averages are daily averages.

Years Ended December 3.
2001 2000 1999 1998 1997
(Dollars in thousands except per share data and ratios)

Earnings Summary

TNTETEST INCOIMIC evvereeeeeeeeeeeete e e eeee e e $ 24,763 $ 21,970 $§ 16,139 $ 11,271 $ 9,143
INterest EXPEISE ...o.vevevrerrerreieiririreceeere e eenenes 13,675 13,325 9,139 6,498 5,262
Net interest INCOME .....vovrerrereerieriireeneeeeiiniecnsveraeens 11,088 8,645 7,001 4,773 3,881
Provision for 10an 10SS€S.....vvvevovuerereieircirirereriienes 1,294 922 880 300 480
NON-INEETEST INCOIME vvvivvviririieieieeeeeeeeeee e e e e 1,538 1,159 845 529 385
INON-INTETEST EXPENSE .oevvveviieirereeieeseeeereereesresreas 7,831 6,380 5,561 3,221 2,385
Applicable INCOmME taxes......ccovvvvreiireeierecreereeenenes 963 872 139 572 383
NELINCOME .c.ovvieiiiiie ettt et 2,538 1,629 1,266 1,208 1,018
Per Share Data
(Retroactively adjusted to give effect to stock splits)
NEt iNCOME - DASIC ..vevvveviieeiricreere e $ 08 5 059 $§ 048 $ 052 % 0.44
Net income — diluted........occocornnirieinininniinencene, 0.82 0.55 044 0.49 0.44
Cash dividends........coccooviiviniciincnni e, 0.00 0.00 0.00 0.00 0.00
Shareholders’ equity (book value) at period end.... 7.15 6.18 4.62 4.34 3.03
Consolidated Balance Sheet Data
LOANS. ..ottt $250,569 $214,124 $ 169,106 $ 129,831 $ 84,584
DIEPOSILS ooveeiiererieicriiee ettt 264,028 214,169 186,730 163,861 95,348
AVErage qUILY....cccoveeriiceineiereee e 19,821 15,045 11,950 8,925 6,392
AVETage aSSELS .o, 299,167 259,799 203,703 131,079 103,261
TOAl ASSEIS ... cvriiieeterres e e eeetiree e e eeetrere s e eeaneenes 319,679 270,943 223,315 189,745 112,181
Ratios
RELUIN O aVEIage aSSELS...cciriereeerrinrerieeereereninenes 0.85% 0.63% 0.62% 0.92% 0.98%
Return on average equity.....c..cocooveevvneivieonenncnenne 12.80 10.83 10.59 13.50 15.90
Dividend payout 1atio ........ocovveincoriveniiiriccinene 0.00 0.00 0.00 0.00 0.00
Average equity t0 average assetS.........ccoeeveniiinnnns 6.63 5.79 5.87 6.80 6.19
Total capital .......occooviceeiniiiic e 8.32 8.25 7.41 7.88 9.33
Tier 1 capital......occoiveiiiiriinieecc e, 7.16 7.22 6.34 6.64 8.23
Leverage ratio ......cccoovccevenincciniiicnc e 5.87 5.72 5.22 4.99 6.40
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Item 2. Properties

The Company's main office is located at 829 Industrial Boulevard, Ellijay, Georgia, between the business
districts of Ellijay and East Ellijay. The 9,780 square foot building is located on approximately 1.22 acres and is owned
by the Bank. The building includes five teller stations, twenty offices, three drive-in stations and an ATM. This location
houses the Company’s and the Bank’s offices, operations area and storage areas. The Bank branch at this location
operates under the trade name “Gilmer County Bank.”

The Bank’s branch located on Highway 515 in Blairsville, Georgia has a drive-in window, five teller stations,
eleven offices, and an ATM. The building is owned by the Bank. The second floor of this location is vacant and may be
used by the Bank for future expansion.

The Bank’s branch located in East Ellijay, Georgia, which operates under the trade name “Gilmer County
Bank,” has three teller stations, a drive-in window and an ATM. The Bank has a long-term lease for this location and
pays annual rent of $30,600.

The Bank’s branch in Blue Ridge, Georgia has a drive-in window, three teller stations, five offices, and an
ATM. The Bank has a 24-month lease (with an additional 24 month renewal option) for the land on which this branch is
located and pays annual rent of $30,000.

The Bank’s subsidiary, Appalachian Information Management, Inc. operates out of a building owned by the
Bank located at 1068 Progress Road, Ellijay, Georgia. This location houses the Bank’s computer center and data
processing services. In addition, the building includes an additional 4,600 square feet, which is leased by the Bank to a
third party for $24,000 per year.

Management believes that the physical facilities maintained by the Company and the Bank are suitable for its
cuirent operations.
Item 3. Legal Proceedings

The Company is not aware of any material pending legal proceedings to which the Company or the Bank are a
party or to which any of their property is subject, other than ordinary routine legal proceedings incidental to the business
of the Bank.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of shareholders of the Company during the fourth quarter of the fiscal year
covered by this report.
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PART 11
Item 5. Market for the Registrant’s Comumon Equity and Related Shareholder Matters
Market Information

There is no established trading market for the Company’s Common Stock, $0.01 par value (the “Common
Stock”), which has been traded inactively in private transactions. Therefore, no reliable information is available as to
trades of the Common Stock or as to the prices at which Common Stock has traded. In 1998, Wachovia Securities, Inc.
was approved as a market maker for the Company’s Common Stock.

In April 2000, the Company effected a two-for-one share split of its Common Stock (the “Stock Split”) in
the form of a common stock dividend, payable on or about April 30, 2000, to shareholders of record as of the close
of business on April 12, 2000. All amounts presented in this Report and in the financial statements are adjusted to
reflect the Stock Split. The net effect of the Stock Split did not change total shareholders’ equity.

At March 28, 2002, the Company had 2,968,870 shares of Common Stock outstanding held by
approximately 1,394 shareholders of record.

Recent Sales of Unregistered Securities

In 2001, the Company issued 20,522 shares of its Common Stock to its 401(k) plan for $287,308. Of this
amount $206 was allocated to common stock and $287,102 to paid-in capital.

In 2000, the Company issued 24,192 shares of its Common Stock to its 401(k) plan for $292.838. Of this
amount, $242 was allocated to common stock and $292,596 to paid-in capital.

In 1999, the Company issued 35,068 (split adjusted) shares of its Common Stock to the Company’s 401(k)
plan at a split adjusted price of $10.00 (total purchase price of $350,630).

Dividends

The Bank is subject to restrictions on the payment of dividends under Georgia law and the regulations of
the DBF. For the years ended December 31, 2001, 2000 and 1999, the Bank paid dividends to the Company of
$250,000, $700,000 and $350,000, respectively, which were used by the Company for repayment of debt and other
expenses.

The Company is also subject to limits on payment of dividends by the rules, regulations and policies of
federal banking authorities. See “Supervision and Regulation—Dividends.” The primary source of funds available
for the payment of cash dividends by the Company are dividends from the Bank. There are various statutory and
regulatory limitations on the payment of dividends by the Bank, as well as by the Company to its shareholders. No
assurance can be given that any dividends will be declared by the Company in the future, or if declared, what amounts
would be declared or whether such dividends would continue. The Company has not paid any dividends to date.

Item 6. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The purpose of the following discussion is to address information relating to the financial condition and
results of operations of the Company that may not be readily apparent from a review of the consolidated financial
statements and notes thereto, which begin on page F-1 of this Report. This discussion should be read in conjunction
with information provided in the Company’s consolidated financial statements and accompanying footnotes, and
with the statistical information appearing elsewhere in this Report under the caption “Selected Statistical
Information.” Unless otherwise noted, the discussion of net interest income in this financial review is presented on a
taxable equivalent basis to facilitate performance comparisons among various taxable and tax-exempt assets.
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Results of Operations
Earnings Summary

The Company’s net income of $2,538,098 for the year ended December 31, 2001, represents an increase of
$908,667 or 55.8%. The Company’s net income of $1,629,431 for the year ended December 31, 2000, represents an
increase of $363,657 or 28.7%. The increase in net income for these periods relates to increased loan growth and
improved interest rate management coupled with proper management of expenses.

Earnings per share increased to $0.89 ($0.82 on a diluted basis) in 2001 compared to the prior year and
increased to $0.59 ($0.55 on a diluted basis) in 2000 compared to a $0.48 ($0.44 on a diluted basis) per share net
income in 1999. Return on average assets, which reflects the Bank’s ability to utilize its assets, was 0.85% in 2001,
compared with 0.63% in 2000 and 0.62% in 1999. Return on average shareholders’ equity increased to 12.80% in
2001 compared with 10.83% in 2000 and 10.59% in 1999. The continued rise in this ratio is due in large part to
continued growth and expansion in the Company.

Comparison of Years Ended December 31, 2001 and 2000
Net Interest income

Net interest income is the principal source of the Bank’s earnings stream and represents the difference or
spread between interest and fee income generated from earning assets and the interest expense paid on deposits and
borrowed funds. Fluctuations in interest rates as well as volume and mix changes in earning assets and interest-
bearing liabilities materially impact net interest income. Net interest income increased $2,528,349 or 28.4% to
$11,424,991 at December 31, 2001, compared to $8,896,642 at 2000. This increase was caused by continued
increase in loan demand.

Interest and fees earned on loans increased 12.9% to $22,168,850 in 2001 from $19,633,417 in 2000. The
increase was primarily from the increase in volume of average loans to approximately $234,031,000 in 2001 from
approximately $204,436,000 in 2000.

Interest earned on taxable securities increased 2.4% to $1,743,440 in 2001 from $1,702,529 in 2000, while
interest earned on non-taxable securities increased from $648,461 to $815,767 during the same period. The variance
in the income figures reflects better management of earnings.

The trend in net interest income is also evaluated in terms of average rates using the net interest margin and
the interest rate spread. The net interest margin, or the net yield on earning assets, is computed by dividing fully
taxable equivalent net interest income by average earning assets. This ratio represents the difference between the
average yield returned on average earning assets and the average rate paid for funds used to support those earning
assets, including both interest-bearing and noninterest-bearing sources. The net interest margin for 2001 was 4.07%
compared to a net interest rate margin of 3.67% in 2000.

The interest rate spread measures the difference between the average yield on earning assets and the
average rate paid on interest-bearing sources of funds. The interest rate spread calculation provides a more direct
perspective on the effect of market interest rate movements. The net interest spread was 3.75% in 2001 compared to
3.39% in 2000.

During 2001, interest on federal funds sold increased $159,745, 77.1% from 2000. This increase in income
is the result of significantly larger average balances maintained throughout 2001compared to 2000. Interest on
deposits with other banks decreased to $4,891 in 2001 from $30,363 in 2000.
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Interest Expense

Total interest expense increased $349.574, 2.62% to $13,674,827 in 2001 from $13,325,253 in 2000. This
increase was the combined effect of continued growth of the Company. The average rate paid on interest-bearing
deposits in 2001 and 2000, respectively was 4.95% and 5.57%. The effect of these changes increased the interest
expense on interest-bearing deposits to $11,294,581 in 2001 from $10,919,158 in 2000, an increase of $375,423,
3.44%.

Noninterest Income

Noninterest income for 2001 and 2000 totaled $1,538,001 and $1,158,834, respectively. These amounts are
primarily from customer service fees, insurance commissions and fees on services to customers. Noninterest income
increased primarily due to the continued growth in the Bank’s deposit base. Other operating income increased from
$619,911 in 2000 to $668,645 in 2001, primarily due to continued growth of the Company.

Noninterest Expenses

Noninterest expenses totaled $7,831,363 in 2001, $6,380,486 in 2000, and $5,560,969 in 1999. Salaries and
benefits increased $852,919, 29.5% to $3,743,849 in 2001, due to the Company’s continued growth and expansion.
Gccupancy expenses totaled $511,810, an increase of $180,478, (54.5%) over the 2000 total of $331,332. Furniture
and equipment expenses increased $81,633, 21.7% in 2001 due to continued growth and expansion. Other operating
expenses increased $335,847, 12.1% to $3,118,398 in 2001 due mainly to continued growth.

The table below sets forth the Company’s noninterest expenses for the periods indicated.
Years ended December 31,

2001 2000

{Amounts in thousands)

Salaries and employee benefits . .....oooeiiiiiiiiiiee e e $ 3,744 $ 2,890
OCCUPANCY EXPEIISE ..evviieterireiieitetiee st et etiee e esbesresne s b b e e esbs s ste st e s st sabeser et stae e e 512 331
Professional and regulatory fEes ..o 469 427
Furniture and eqUIPMENt EXPENISE .......ccviruiiireiieireieteniiesreeeriestenierie e beene et e e sesnenens 457 376
AAVEITISIIE c.eoe ettt ettt ettt ee e et s ae e r et e e tb e e s e e e nne s e e e reeieeaeennaan 441 418
Director and COMMILIEE TEES ......eiviiiemiieiciiciirie vttt st e 412 380
DALA PIOCESSIILE -ecvvrvviieieiiieicetint ettt sttt sttt e a e st re st s ern s 395 219
SUPPLIES ..o e s 264 262
TISULANICE ..o ettt et 144 124
Taxes and JICENSES ....c.ovriririiir ittt e 132 50
POSIAZE <o e e e s 127 132
AMOITIZATION EXPEIISES...eveenrirriiieitreteerre st eieenie it st secareeris e e et meetesaneessreesseass et neasesssaensens 118 - 118
Correspondent bank ChAIZES .......ccoveuieririiirerrec e e 84 59
Checking aCCOUNT BXPEINSE ...o.veveienirieenertietercerente st rieese ettt se et et esresne e see st sae e 57 67
ORI oottt et ss s ssen s et sn s 475 527

TOTAL .ottt sttt b e et n et e ne § 7.831 $ 6380

Income Taxes

The Company’s net operating income of $3,500,686 in 2001 resulted in $962,588, 27.5% of income tax
expense. Net operating income of $2,501,209 in 2000 resulted in $871,778, 34.9% of income tax expense.
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Corpariscn of Years Ended December 31, 2000 and 1999
Net Interest Income

Net interest income is the principal source of the Bank’s earnings stream and represents the difference or
spread between interest and fee income generated from earning assets and the interest expense paid on deposits and
borrowed funds. Fluctuations in interest rates as well as volume and mix changes in earning assets and interest-
bearing liabilities materially impact net interest income. Net interest income increased $1,603,116 or 22.0% to
$8,896,642 at December 31, 2000, compared to $7,293,526 in 1999. This increase was caused by the growth of the
Bank’s loan portfolio offset by the growth of deposits and use of FHLB advances.

Interest and fees earned on loans increased 42.0% to $19,633,417 in 2000 from $13,826,512 in 1999. The
increase was primarily from the increase in volume of average loans to approximately $204,436,000 in 2000 from
approximately $150,691,000 in 1999.

Interest earned on taxable securities increased 22.6% to $1,702,529 in 2000 from $1,388,750 in 1999,
while interest earned on non-taxable securities decreased from $801,741 to $648,461 during the same period. The
variance in the income figures reflects a decrease in the municipal portfolio during the year.

The trend in net interest income is also evaluated in terms of average rates using the net interest margin and
the interest rate spread. The net interest margin, or the net yield on earning assets, is computed by dividing fully
taxable equivalent net interest income by average earning assets. This ratio represents the difference between the
average yield returned on average earning assets and the average rate paid for funds used to support those earning
assets, including both interest-bearing and noninterest-bearing sources. The net interest margin for 2000 was 3.67%
compared to a net interest rate margin of 3.81% in 1999.

The interest rate spread measures the difference between the average yield on earning assets and the
average rate paid on interest-bearing sources of funds. The interest rate spread calculation provides a more direct
perspective on the effect of market interest rate movements. The net interest spread was 3.39% in 2000 compared to
3.52% in 1999.

During 2000, interest on federal funds sold decreased $191,847, 48.1% from 1999. This decrease in income
is the result of maintaining smaller average federal funds balances with correspondent banks of approximately
$3,694,000 and $7,399,000 in 2000 and 1999, respectively. The average yield for such years was 5.63% and 5.39%,
respectively. Interest on deposits with other banks increased to $30,363 in 2000 from $16,322 in 1999.

Interest Expense

Total interest expense increased $4,186,482, 45.8% from $9,138,771 in 1999 to $13,325,253 in 2000. This
increase was the combined effect of an increase in the average balance of interest-bearing deposits to approximately
$196,072,000 in 2000 from approximately $165,467,000 in 1999 and the increased usage of FHLB advances as a
source of funds. The average rate paid on interest-bearing deposits in 2000 and 1999, respectively was 5.57% and
4.99%. The effect of these changes increased the interest expense on interest-bearing deposits to $10,919,158 in
2000 from $8,249,918 in 1999, an increase of $2,669,240, 32.4%.

Noninterest Income

Noninterest income for 2000 and 1999 totaled $1,158,834 and $844,913, respectively. These amounts are
primarily from customer service fees, insurance commissions and fees on services to customers. Noninterest income
increased primarily due to the continued growth in the Bank’s deposit base. Cther operating income increased from
$379,477 in 1999 to $619,911 in 2000, primarily due to an increase in credit card fees earned by the Bank.
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Noninterest Expenses

Noninterest expenses totaled $6,380,486 in 2000 and $5,560,969 in 1999. Salaries and benefits increased
$315,312, 12.2% to $2,890,930 in 2000, due to the Bank’s increased staffing to accommodate the growth in the
Bank’s loans and deposits. Furniture and equipment expenses increased $37,523, 11.1% in 2000 due to increased
data processing costs and the cost associated with remodeled facilities. Other operating expenses increased
$459,374, 19.8% 10 2,782,551 in 2000 due mainly to increases in advertising and other expenses.

The table below sets forth the Company’s noninterest expenses for the periods indicated.
Years ended December 31

2000 1999

(Amouants in thousands)

Salaries and employee Benefits ..o $ 2,890 $ 2,576
Professional and regulatory fEES ......ccuiiiiiiiriieieen e 427 412
AQVETTISIIZ .ottt ettt sttt ettt s 418 309
Director and cOMMILtEE fEES ........cvereriiiciiinii et 380 227
Furniture and equUIPMEnt XPENSE ........coverriiiiririireinenie sttt et 376 338
OCCUPANCY EXPEISE c.eevriiiiiinieerttiititeer et et sreeateestaeataesmseeshbeaaeeaabe e sbbestneoneseveteenraessrese 331 324
SUPPLIES -ttt eb ettt st ekt b e h e ettt et 262 253
Data PrOCESSIIIZ .eveveieiieiieiiriiir ettt et ea oottt ettt eve b re st e sn s nabean e 219 375
POSEAZE oot ettt e e e b e e stb e e baba e et a e e enaas 132 131
TISUTANCE .eviiiiiiicciit ittt st s et s e re s cne s 124 81
AMOTHZAION EXPEMSE....oiiiiiiiriiiiiteiie ettt ettt ae s s bbb sn e 118 118
Checking ACCOUNT EXPENSE ....eueriiiririeeuiateriiircnteieiae st atesrese st ecbebearestesteseee s b eaeembenereasenneas 67 63
Correspondent bank ChATZES ......coocieiiriiiiineere et 59 45
Taxes And JICENSES ......ouvveirieiirieiiiie ettt 50 64
101115 OSSOSO ST UE OOV O USUP P PP UOTRP PRIV 527 245

TOAL ettt sttt sttt § 6380 $ 5,561

Income Taxes

The Company’s net operating income for 2000 was $2,501,209 with a related income tax expense of
$871,778 (34.9%). Net operating income of $1,404,476 in 1999 resulted in $138,702 (9.9%) of income tax expense.
Financial Condition
Earning Assets

The Bank’s earning assets, which include deposits in other banks, federal funds sold, securities and loans,

averaged $280,884,000 in 2001 or 93.9% of average total assets compared to $243,038,000 or 93.5% of average
total assets in 2000. The mix of average earning assets comprised the following percentages:

December 31,

2001 2000 1999
Deposits in Other Banks ........c.cvvveiiiiiniiririn e 0.14% 0.21% 0.14%
Federal funds SOId .....cocooovviiioie e 2.13 1.52 3.86
TNVESTMENT SECUIIIES 1..vivriereeriee e ieeeee e ceiee e etrie e e ea e e ee e eeananes 14.41 14.15 17.33
TLOAIIS Lot 83.32 84.12 78.67

The mix of average earning assets reflects management’s attempt to maximize interest income while
maintaining acceptable levels of risk.
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The Bank has intentionally avoided the growing national market in loans to finance leveraged buy-outs,
participating in no nationally syndicated leveraged buy-out loans. Concurrently, it has avoided exposure to lesser
developed country (“LDC”) debt, having no LDC loans in its portfolio.

Loans

Loans made up the largest component of the Bank’s earning assets. At December 31, 2001, the Bank’s total
loans were $250,569,296 compared to total loans of $214,123,876 at the end of 2000. In 2001, average net loans
represented 8§3.3% of average earning assets and 78.2% of total average assets, while in 2000, average net loans
represented “84.1% of average earning assets and 78.7% of total average assets. This was the result of continued
strong loan demand and the expansion of the loan production office in Blue Ridge, Georgia. The ratio of total loans
to total deposits was 94.9% in 2001 and 100.0% in 2000.

Securities and Federal Funds Sold

In the past the Bank has classified their securities as either available-for-sale or held-to-maturity. However,
during 2000 the Bank reclassified all their held-to-maturity securities to the available-for-sale portfolio. At
December 31, 2001, $49,393,717 of the Bank’s securities were classified as available-for-sale, while at
December 31, 2000, $32,540,634 of the Bank’s securities were classified as available-for-sale.

The composition of the Bank’s securities portfolio reflects the Company’s investment strategy of
maximizing portfolio yields subject to risk and liquidity considerations. The primary objectives of the Company’s
investment strategy are to maintain an appropriate level of liquidity and to provide a tool to assist in controlling the
Bank’s interest rate position while at the same time producing adequate levels of interest income. Management of
the maturity of the portfolio is necessary to provide liquidity and to control interest rate risk. During 2001, gross
securities sales were $7,777,064 and maturities were $19,540,135 representing 19.2% and 48.3%, respectively, of
the average portfolio for the year. Net gains associated with sales and maturities totaled $146,976 in 2001. Gross
unrealized gains in the portfolio amounted to $386,780 at year-end 2001 and unrealized losses amounted to
$294,626. During 2000, gross sales amounted to $10,282,289 and maturities amounted to $1,151,386, representing
29.9% and 3.3% of the average portfolio, respectively. Net losses associated with sales and maturities totaled
$£10,774 in 2000. Gross unrealized gains in the portfolio amounted to $196,811 at year-end 2000 and unrealized
losses amounted to $199,952.

Mortgage-backed securities have varying degrees of risk of impairment of principal, as opposed to U.S.
Treasury and U.S. government agency obligations, which are considered to contain virtually no default or
prepayment risk. Impairment risk is primarily associated with accelerated prepayments, particularly with respect to
longer maturities purchased at a premium and interest-only strip securities. The Bank’s purchases of mortgage-
backed securities during 2001 and 2000 did not include securities with these characteristics. The recoverability of
the Bank’s investments in mortgage-backed securities is reviewed periodically, and the Company intends to make
appropriate adjustments to income for impaired values.

Management maintains federal funds sold as a tool in managing its daily cash needs. Federal funds sold at
December 31, 2001, was $3,214,000 and $6,573,000 in 2000. Average federal funds sold for 2001 was
approximately $6,004,000 or 2.13% of average earning assets, and for 2000 was $3,694,000 or 1.5% of average
earning assets. The large decrease in year-end federal funds resulted from continued strong demand for loans.

There has been no significant impact on the Company’s consolidated financial statements as a result of the
provisions of Statement of Financial Accounting Standards No. 119, Disclosure about Derivative Financial
Instruments and Fair Value of Financial Instruments.

Deposits and Repurchases

The Company’s primary source of funds is derived from deposits of the Bank’s customers. Average
deposits increased 17.0% from approximately $206,787,000 in 2000 to approximately $241,933,000 in 2001. At
December 31, 2001 total deposits were $264,028,007 of which $247,194,423 (93.6%) were interest bearing. At
December 31, 2000 total deposits were $214,168,823 of which $205,268,008 (95.8%) were interest bearing. The

1
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continued growth of the Bank fueled the growth in the deposit base. The Company intends to emphasize internal
deposit growth in order to expand the consumer bases of the Bank and to continue to fund asset growth.

Securities sold under agreements to repurchase amounted to $1,732,699 at December 31, 2001 compared to
$2,845,355 at December 31, 2000. The weighted average rates were 3.20% and 3.94% for 2001 and 2000,
respectively. Securities sold under agreements to repurchase averaged $1,930,051 during 2001 and $2,522,820
during 2000. The maximum amount outstanding at any month end during 2001 was $3,144,208 and $3,117,584
during 2000. The total of securities sold under agreements to repurchase are associated with the cash flow needs of
our corporate customers that participate in repurchase agreements. In addition, the Company had federal funds
purchased that amounted to $1,932,000 at year-end 2001 compared to $-0- at year-end 2000.

Shareholders’ Equity

Shareholders’ equity increased $2,921,703 from December 31, 2000 to December 31, 2001, due in part to
net earnings of $2,538,098 and the increase in unrealized gains on securities available-for-sale totaling $63,916, net
of deferred tax liability. The increase was also a result of the issuance of 20.522 shares of the Company’s common
stock to the Company’s 401(k) plan (total purchase price $287,308) and the issuance of 3,900 shares of stock
through the exercise of stock options for $32,381.

All amounts presented in this report and in the financial statements are adjusted to reflect the Stock Split in
April 2000.

Liquidity and Capital Resources
Liguidity Management

Liquidity is defined as the ability of a company to convert assets into cash or cash equivalents without
significant loss. Liguidity management involves maintaining the Bank’s abilities to meet the day-to-day cash flow
requirements of its customers, whether they are depositors wishing to withdraw funds or borrowers requiring funds
to meet their credit needs. Without proper liquidity management, the Bank would not be able to perform the primary
function of financial intermediaries and would, therefore, not be able to meet the production and growth needs of the
communities it serves.

The primary function of assets and liabilities management is not only to assure adequate liquidity in order
for the Bank to meet the needs of their customer bases, but also to maintain an appropriate balance between interest-
sensitive assets and interest-sensitive liabilities so that the Company can also meet the investment requirements of
its shareholders. Daily monitoring of the sources and uses of funds is necessary to maintain an acceptable cash
position that meets both requirements. In the banking environment, both assets and liabilities are considered sources
of liquidity funding and both are, therefore, monitored on a daily basis.

The asset portion of the balance sheet provides liquidity primarily through loan principal repayments or
sales of investment and trading account securities. Real estate construction and commercial, financial and
agricultural loans that mature in one year or less equaled approximately $55.9 million or 22.3% of the total loan
portfolio at December 31, 2001, and investment securities maturing in one year or less equaled $9.5 million or
19.2% of the portfolio. Other sources of liquidity include short-term investments such as federal funds sold.

The liability portion of the balance sheet provides liquidity through various customers’ interest-bearing and
noninterest-bearing deposit accounts. At the end of fiscal 2001, funds were also available through the purchase of
federal funds from correspondent commercial banks from available lines of up to an aggregate of $15,000,000.

In an effort to maintain and improve the liquidity position of the Bank, management made application for
membership with the Federal Home Loan Bank of Atlanta. As a member of the Federal Home Loan Bank, the Bank
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is able to improve its ability to manage liquidity and reduce interest rate risk by having a funding source to match
longer term loans. The Bank’s credit line stands at $47,951,852 as of December 31, 2001. This line is subject to
collateral availability. At December 31, 2001, the outstanding balance of the Bank’s credit line was $25,053,571.
See Note 10 to the Notes to Consolidated Financial Statements herein.

Capital Resources

A strong capital position is vital to the continued profitability of the Company because it promotes
depositor and investor confidence and provides a solid foundation for future growth of the organization. A majority
of the Company’s capital requirements have been provided from the proceeds from the Bank’s initial stock offering
in 1994, proceeds of $2.65 million from a private placement of the Common Stock in November 1998, proceeds of
$4.4 million from a public offering in 2000, and through the retention of earnings and the sale of Company stock to
the Company’s 401(k) plan.

Term Loan. On April 3, 2000, the Company obtained a $4.6 million term loan under a Loan and Stock
Pledge Agreement and a Promissory Note (collectively, the “Term Loan”) with Crescent Bank and Trust Company.
At December 31, 2001, the balance on the Term Loan was $4.6 million. Interest on the outstanding amounts under
the Term Loan is payable quarterly at the prime rate (as defined in the Promissory Note) less Y2 of a percentage
point. The Company began making interest payments on July 1, 2000. The entire outstanding balance of the Term
Loan, together with all accrued and unpaid interest, is due and payable in a final installment on March 31, 2002. The
Term Loan contains certain affirmative and negative covenants, including, but not limited to, requiring the
Company to cause the Banks at all times to maintain certain minimum capital ratios, maintain nonperforming assets
below a specified level, and maintain a minimum ratio of consolidated loan loss reserves to total loans. The
Company intends to refinance the Term Loan with Crescent Bank and Trust Company upon its maturity.

“Federal Capital Standards. Regulatory authorities are placing increased emphasis on the mainterance of
adequate capital. In 1990, new risk-based capital requirements became effective under FDICIA. The guidelines take
into consideration risk factors, as defined by regulators, associated with various categories of assets, both on and off
the balance sheet. Under the guidelines, capital strength is measured in two tiers which are used in conjunction with
risk-adjusted assets to determine the risk-based capital ratios. The Company’s Tier 1 capital, which consists of
common equity, paid-in capital and retained earnings (less intangible assets), amounted to $18.5 million at
December 31, 2001. Tier 2 capital components include supplemental capital components such as qualifying
allowance for loan losses and qualifying subordinated debt. Tier 1 capital plus the Tier 2 capital components is
referred to as Total Capital and was $21.5 million at year-end 2001. The Company’s percentage ratios as calculated
under regulatory guidelines were 7.16% and 8.32% for Tier 1 and Total Capital, respectively, at year-end 2001. The
Company’s Tier 1 Capital and Total Capital exceeded the minimum ratios of 4% and 8%, respectively.

Another important indicator of capital adequacy in the banking industry is the leverage ratio. The leverage
ratio is defined as the ratio which shareholders’ equity, minus intangibles bears to total assets minus intangibles. At
December 31, 2001, the Company’s leverage ratio was 5.87% exceeding the regulatory minimum requirement
of 4%.
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The table below illustrates the Company’s regulatory capital ratios under federal guidelines at
December 31, 2001, 2000 and 1999:

Capital Adequacy Ratios

Statutory Years ended December 31,
Minimum 2001 2300 1999
(Amounts in thousards, except percentages)

Tier 1 Capital oo $ 18538 $ 15563 $ 10,981
Tier 2 Capital c...ooocriririeie et 2,995 2,211 1.849
Total Qualifying Capital .............cooeevvieiiciieree e, $ 21533 § 17774 $ 12830
Risk Adjusted Total Assets (including
off-balance-sheet eXposures) .......oceceveeerieiiveerieereceenniens $ 256985 $ 215521 § 173,214
Tier 1 Risk-Based Capital Ratio........ccooeeeiiiiiiiiicnicnnn 4.0% 7.16% 7.22% 6.34%
Total Risk-Basked Capital Ratio ........cccoevveiiiiviiiviercennne.. 8.0 8.32 8.25 7.41
Leverage Ratio.......cccooviveiiiiiiiiieccecie e 4.0 5.87 572 5.22

DBF Capital Requirement. In addition to the capital standards imposed by federal banking regulators, the DBF
imposes a 6% primary capital ratio on the Bank. The DBF’s standard is calculated as the ratio of total equity to total
assets, each as adjusted for unrealized gains and losses on securities and allowances for loan losses. At December 31,
2001, the Bank’s capital ratio as calculated under the DBF standard was 8.8%.

In 2001 and 2000, the Bank paid dividends to the Company of $250,000 and $700,000, which were used by the
Company for the repayment of debt and other expenses.

Interest Rate Sensitivity Management

Interest rate sensitivity is a function of the repricing characteristics of the Bank’s portfolios of assets and
liabilities. These repricing characteristics are the time frames within which the interest-bearing assets and liabilities
are subject to change in interest rates either at replacement or maturity during the life of the instruments. Sensitivity
1s measured as the difference between the volume of assets and liabilities in the Bank’s current portfolio that is
subject to repricing in future time periods. The differences are known as interest sensitivity gaps and are usually
calculated separately for segments of time ranging from zero to thirty days, thirty-one to ninety days, ninety-one
days to one year, one to five years, over five years and on a cumulative basis.
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The following tables show interest sensitivity gaps for these different intervals as of December 31, 2001.

Interest Rate Sensitivity Analysis

Interest-earning assets (1)

Securities:
Taxable ...ccovvviviiiiiie e
Tax-eXempt.....ccovveecvrineniecinirirenecenens
Time deposits in other banks ................
Federal funds sold ..........cccoeevivenieivnnnnne

Interest-bearing liabilities (2)
Demand deposits (3) .ccoocvecverervivennnnn.
Savings deposits (3) .c.ocecvrernciiiiinnenn
Time deposits ....c.coeveeriecriniiiiciiniens
Other short-term borrowings.................
Long-term debt.......cccocvevcecnicirieniiennnnn.

Interest sensitivity gap.....ccoveeceeeviveeriennnen.

Cumulative interest sensitivity gap..........

Ratio of interest-earning assets to
interest-bearing liabilities.........c.coocnene..

Cumulative ratio...ccoivreienireeececcneceea

Ratio of cumulative gap to total
interest-earning assets ........ccverereennnee

0-30 31-90 91-365 1-5 QOver 5
Days Days Days Years Years Total
(In thousands, except ratios)
$ 64,173 $ 25867 $ 76,630 $ 78,358 $ 3.899 $248,927
— 2,127 7,338 18,357 7,767 35,589
—_ — _— 1,701 12,104 13,805
746 — — — — 746
3,214 — — — — 3214
68,133 27.994 83.968 98.416 23,770 302,281
15,060 15,059 15,059 — — 45,178
12,811 12,811 12,811 — — 38,433
7,423 33,627 71,183 51,345 5 163,583
3,665 — — — — 3,665
4,600 25.054 — — — 29.654
43,559 86,551 99,053 51,345 5
$ 24574 $(58.557) $(15.085) $ 47.071 $23.7965 $ 21.678
$ 24574 $(33.983) $(49,068) $ (1,997) $ 21.768
1.56 0.32 0.85 1.92  4,754.00
1.56 0.74 0.79 0.99 1.08
0.08 (0.11) (0.16) (0.01) 0.07

(1) Excludes nonaccrual loans and securities.
(2)

accruing.
3)

amounts during the 0-30 day period, the 31-90 day period, and the 91-365 day period.

Excludes matured certificates which have not been redeemed by the customer and on which no interest is

Demand and savings deposits are assumed to be subject to movement into other deposit instruments in equal

The above table indicates that in a rising interest rate environment, the Company’s earnings may be
adversely affected in the 0-365 day periods where liabilities will reprice faster than assets. As seen in the preceding
table, for the first 30 days of repricing opportunity there is an excess of earning assets over interest-bearing
liabilities of approximately $25 million. However, this possible short-lived benefit is immediately reversed in the
following 60 days. For the first 365 days, interest-bearing liabilities exceed earning assets by approximately $49
million. During this one-year time frame, 81.7% of all interest-bearing liabilities will reprice compared to 59.6% of
all interest-earning assets. Changes in the mix of earning assets or supporting liabilities can either increase or
decrease the net interest margin without affecting interest rate sensitivity. In addition, the interest rate spread
between an asset and its supporting liability can vary significantly while the timing of repricing for both the asset
and the liability remain the same, thus impacting net interest income. It should be noted, therefore, that a matched
interest-sensitive position by itself would not ensure maximum net interest income.
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Management continually evaluates the condition of the economy, the pattern of market interest rates and
other economic data to determine the types of investments that should be made and at what maturities. Using this
analysis, management from time to time assumes calculated interest sensitivity gap positions to maximize net
interest income based upon anticipated movements in the general level of interest rates.

Impact of Inflation and Changing Prices

A bank’s asset and liability structure is substantially different from that of an industrial company in that
virtually all assets and liabilities of a bank are monetary in nature. Management believes the impact of inflation on
financial results depends upon the ability of the Bank to react to changes in interest rates and by such reaction to
reduce the inflationary impact on performance. Interest rates do not necessarily move in the same direction, or at the
same magnitude, as the prices of other goods and services. As discussed previously, management seeks to manage
the relationship between interest-sensitive assets and liabilities in order to protect against wide interest rate
fluctuations, including those resulting from inflation.

Various information shown elsewhere in this Report will assist the Company in the understanding of how
well the Bank is positioned to react to changing interest rates and inflationary trends. In particular, the summary of
net interest income, the maturity distributions, the composition of the loan and security portfolios and the data on the
interest sensitivity of loans and deposits should be considered.

Recent Accounting Pronouncements

In June 1998, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial
Accounting Standards (“SFAS”) No. 133, Accounting for Derivative Instruments and Hedging Activities. This
statement establishes accounting and reporting standards for derivative instruments and for hedging activities. It
requires that an entity recognize all derivatives as either assets or liabilities in the statement of financial condition
and measure those instruments at fair value. The accounting for changes in the fair value of a derivative is to be
determined based upon the intended use of the derivative. For certain hedge designations (cash flow and foreign
currency exposure) the derivative’s gain or loss is reported as a component of other comprehensive income. Other
designations require the gain or loss to be recognized in earnings in the period of change. This statement, amended
as to effective date by SFAS No. 137, is effective for financial statements for periods beginning after June 15, 2000.
In June 2000, the Financial Accounting Standards Board also issued SFAS No. 138, Accounting for Certain
Derivative Instruments and Certain Hedging Activities - an Amendment of SFAS No. 133. The adoption of SFAS
No. 133, as amended by SFAS No. 138 did not have a material impact on the Company’s consolidated financial
statements.

In September 2000, the FASB issued SFAS No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities - a replacement of FASB Statement No. 125. While SFAS No. 140 carries
over most of the provisions of SFAS No. 125, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, it provides new standards for reporting financial assets transferred as collateral and
new standards for the derecognition of financial assets, in particular transactions involving the use of special
purpose entities. SFAS No. 140 also prescribes additional disclosures for collateral transactions and for
securitization transactions accounted for as sales. The new collateral standards and disclosure requirements are
effective for fiscal years ending after December 15, 2000, while the new standards for the derecognition of financial
assets are effective for transfers made after March 31, 2001. The adoption of this statement did not have a material
effect on the Company’s consolidated financial statements.

In May 2001, the Auditing Standards Board issued Statement on Auditing Standards (“*SAS”) No. 94, The
Effect of Information Technology on the Auditor’s Consideration of Internal Control in a Financial Statement
Audit. This statement amends SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, by
providing additional guidance related to the understanding by the auditor of an entity’s use of information
technology relevant to the audit. This auditing standard is effective for audits of financial statements for periods
beginning on or after June 1, 2001. The impact on the audit of the Company’s consolidated financial statements
resulting from the issuance of this auditing standard is not expected to be material.
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In June 2001, the FASB issued SFAS No. 141, Business Combinations. This statement address financial
accounting and reporting for business combinations and supersedes ABP Opinion No. 16, Business Combinations,
and SFAS No. 38, Accounting for Preacquisition Contingencies of Purchased Enterprises. All business
combinations in the scope of SFAS No. 141 are to be accounted for using one method, the purchase method. Prior to
the issuance of this statement, subject to certain criteria, business combinations were accounted for using one of two
methods, the pooling-of-interests method or the purchase method. The two methods produce different financial
statement results. The single-method approach used in SFAS No. 141 reflects the conclusion that virtually all
business combinations are acquisitions and therefore should be accounted for in the same manner as other asset
acquisitions based on the values exchanged. This statement provides expanded and revised guidance related to the
allocation of the purchase price to goodwill and other intangibles arising from the business combination. The
provisions of SFAS No. 141 apply to all business combinations initiated after June 30, 2001.

In June 2001, the FASB issued SFAS No. 142, Goodwill and Other Intangible Assets, which addresses
financial accounting and reporting for acquired goodwill and other intangible assets and supersedes APB Opinion
No. 17, Intangible Assets. SFAS No. 142 provides new standards for accounting relating to intangible assets after
initial recognition in the financial statements. This statement proscribes the accounting practice of amortizing or
expensing intangibles ratably over a prescribed period of time and imposes new guidance requiring that goodwill
and certain other intangibles be tested for impairment at least annually by comparing fair values of those assets with
their recorded amounts. Additional disclosure requirements also are provided. The provisions of SFAS No. 142 are
required to be applied in fiscal years beginning after December 15, 2001.

The adoption of SFAS No. 141 and SFAS No. 142 are not expected to have a material effect on the
Company’s consolidated financial statements.

In June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. This
statement requires that the fair value of a lability for an asset retirement obligation be recognized in the period in
which it is incurred if a reasonable estimate of fair value can be made. The associated asset retirement costs are
capitalized as part of the carrying amount of the long-lived asset. This statement is effective for financial statements
issued for fiscal years beginning after June 15, 2002. The adoption of this statement is not expected to have a
material effect on the Company’s consolidated financial statements.

In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-lived
Assets. This statement addresses financial accounting and reporting for the impairment or disposal of long-lived
assets. This statement supersedes FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assets to Be Disposed Of, and the accounting and reporting provisions of APB Opinion No. 30,
Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions, for the disposal of a segment of a
business (as previously defined in that opinion). This statement also amends Accounting Research Bulletin No. 51,
Consolidated Financial Statements, to eliminate the exception to consolidation for a subsidiary for which control is
likely to be temporary. The major changes resulting from this statement relate to the establishment of a single
method for the recognition of impairment losses on long-lived assets to be held and used whether from
discontinuance of a business segment or otherwise. This statement is effective for financial statements issued for
fiscal years beginning after December 15, 2001. The adoption of this statement is not expected to have a material
effect on the Company’s consolidated financial statements.

In December 2001, the Accounting Standards Executive Committee issued Statement of Position (“SOP”)
01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or Finance the
Activities of Others. This statement reconciles and conforms the accounting and financial reporting provisions for
similar transactions as applied to different entities within the financial services industry. It eliminates differences in
disclosure practices where not warranted and should provide greater consistency in reporting by entities in the
financial services industry. This statement is effective for annual and interim financial statements issued for fiscal
years beginning after December 15, 2001. The adoption of SOP 01-6 is not expected to have a material effect on the
Company’s consolidated financial statements.
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In December 2001, the Auditing Standards Board issued SAS No. 95, Generally Accepted Auditing
Standards. This statement supersedes Generally Accepted Auditing Standards of SAS No. 1 and generally provides
additional guidance to the independent auditor in the conduct of an audit engagement, primarily by addressing
authoritative and nonauthoritative publications for audit consideration and guidance. This SAS is effective for audits
of financial statements for periods beginning on or after December 15, 2001.

In January 2002, the Auditing Standards Board issued SAS No. 96, Audit Documentation. This statement
supersedes SAS No. 41, Working Papers and amends SAS No. 47, Audit Risk and Materiality in Conducting an
Audit, SAS No. 56, Analytical Procedures and SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern. This statement provides revised guidance to the independent auditor as to the type,
purpose and requirements of audit documentation. This SAS is effective for audits of financial statements for
periods beginning on or after May 15, 2002.

The impact of SAS No. 95 and SAS No. 96 on the audit of the Company’s consolidated financial
statements resulting from the issuance of these auditing standards is not expected to be material.
Item 7. Financial Statements

The consolidated financial statements of the Company, including notes thereto, and the report of
independent auditors are included in this Report beginning at page F-1 and are incorporated herein by reference.
Item 8. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.
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PART III

Item 9. Directors, Executive Officers, Prometers and Control Persons; Compliance with Section 16(a) of the
Exchange Act

The information appearing under the heading “Election of Directors” and the subheadings “Executive
Officers” and “Section 16(a) Beneficial Ownership Reporting Compliance” in the Proxy Statement (the “2002 Proxy
Statement”) relating to the annual meeting of shareholders of the Company, scheduled to be held on May 21, 2002,
is incorporated herein by reference.

Itern 10. Executive Compensation

The information appearing under the heading “Compensation of Executive Officers and Directors” in the
2002 Proxy Statement is incorporated herein by reference.

Item 11.Security Ownershkip of Certain Beneficial Owners and Management

The information appearing under the heading “Outstanding Voting Securities of the Company and
Principal Holders Thereof” in the 2002 Proxy Statement is incorporated herein by reference.

Item 12.Certain Relationships and Related Transactions
The information appearing under the caption “Certain Relationships and Transactions” in the 2002 Proxy

Statement is incorporated herein by reference.

PART IV
Item 13.Exhibits and Reports on Form 8-K
(a) The following exhibits are filed with this Report:

Exhibit Number . Description of Exhibit Page

3.1 Articles of Incorporation of the Company (included as Exhibit
3.1 to the Company’s Registration Statement on Form 8-A,
dated September 16, 1996 (File No. 000-21383), previously
filed with the Commission and incorporated herein by
reference).

3.2 Bylaws of the Company (included as Exhibit 3.2 to the
Company’s Registration Statement on Form 8-A, dated
September 16, 1996 (File No. 000-21383), previously filed
with the Commission and incorporated herein by reference).

10.1 1997 Directors’ Non-Qualified Stock Option Plan (included as
Exhibit 10.1 to the Company’s Annual Report on Form 10-
KSB for the fiscal year ended December 31, 1996 (File No.
000-21383) and incorporated herein by reference).*

10.2 1997 Employee Incentive Stock Incentive Plan (included as
Exhibit 10.2 to the Company’s Annual Report on Form 10-
KSB for the fiscal year ended December 31, 1996 (File No.
000-21383) and incorporated herein by reference).*
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Exhibit Number Description of Exhibit Page

10.3 Adoption Agreement for the Appalachian Bancshares, Inc.
Section 401(k) Profit Sharing Plan (filed as Exhibit 4.3(a) to
the Company’s Registration Statement on Form S-8 (No. 333-
27127) and incorporated herein by reference).

104 Georgia Bankers Association Master 401(k) Profit Sharing
Plan (filed as Exhibit 4.3(b) to the Company’s Registration
Statement on Form S-8 (No. 333-27127) and incorporated
herein by reference).

10.5 First Amendment to the Georgia Bankers Association Master
Section 401(k) Profit Sharing Plan (filed as Exhibit 4.3(c) to
the Company’s Registration Statement on Form S-8 (No. 333-
27127) and incorporated herein by reference)..

10.6 Form of Deferred Fee Agreement between Gilmer County
Bank and certain directors and executive officers, with
addendum (filed as Exhibit 10.6 to the Company’s Quarterly
Report on Form 10-QSB for the period ended June 30, 1997
(File No. 000-21383) and incorporated herein by reference).

11 Statement re: Computation of Per Share Earnings 37
21 Subsidiaries of the Registrant 37
23 Consent of Schauer, Taylor, Cox, Vise & Morgan, P.C. 38
24 Power of Attorney (contained on signature page of this report) 40

* The referenced exhibit is a compensatory contract, plan or arrangement.

(b) There were no reports on Form 8-K filed by the Company during the fourth quarter of 2001.
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Exhibit 11 - Statements Re: Computation of Per Share Earnings
Appalachian Bancshares, Inc.
Computation of Net Income Per Common Share
The following tabulation presents the calculation of basic and diluted earnings per common share for the
years ended December 31, 2001, 2000 and 1999.
2001 2000 1999
Basic Earnings Per Share:
NELINCOME .. vvviviiieeeieire ettt et ene b er e sesnen $ 2538098 § 1629431 §  1265.774
Earnings on COMMON SHATES ......cccrrurieuereerireriieiineiinreneernnan $ 2538098 S 1629431 § 1,265,774
Weighted average common shares outstanding — basic....... 2,859,693 2,755,255 2,652,392
Basic earnings per common Share .........cccooccvveennincnnenas $ 082 § 059 § 048
Diluted Earnings Per Share:
NELINCOME ...ttt vttt et eanaas $ 2538098 § 1.629.431 § 1.265.774
Weighted average common shares
OULSTANAING ..o s 2,859,693 2,755,255 2,652,392
Net effect of the assumed exercise of stock
options - based on the treasury stock method
using average market price for the year......................... 221,593 213.671 194,658
Weighted average common shares outstanding -
QUL et s 3.081,276 2,968,926 2,847,050
Diluted earnings per common SHare .............coceevcervrserernen. $ 082 §$ 055 % 0.44
Exhibit 21 - Subsidiaries of the Registrant
Subsidiaries - Direct/wholly-owned State of Incorporation
Appalachian Community Bank Georgia
Subsidiaries - Indirect/wholly-owned by Appalachian Community Bank

Appalachian Information Management, Inc. Georgia
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Exhibit 23 - Consent of Schauer, Taylor, Cox, Vise & Morgan, P.C.

CONSENT OF INDEPENDENT PUBLIC ACCOUNTANTS

As independent public accountants, we hereby consent to the incorporation of our report included in this Form
10-KSB, into the Company’s previously filed Registration Statement on Form S-8.

/S/ Schauer, Taylor, Cox, Vise & Morgan, P.C.

SCHAUER, TAYLOR, COX, VISE & MORGAN, P.C.

Birmingham, Alabama
March 27, 2002
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
has duly caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized.
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By: _/s/ Tracy R. Newton
Tracy R. Newton, President and
Chief Executive Officer

Date: March 27, 2002

By: _/s/ Alan R. May
Alan R. May, Chief Financial Officer

Date: March 28, 2002




POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes
and appoints Tracy R. Newton, his true and lawful attorney-in-fact, as agent with full power of substitution and
resubstitution for him and in his name, place and stead, in any and all capacity, to sign any or all amendments to this
Form 10-KSB and to file the same, with all exhibits thereto, and other documents in connection therewith, with the
Securities and Exchange Commission, granting unto said attorney-in-fact and agents in full power and authority to
do and perform each and every act and thing requisite and necessary to be done in and about the premises, as fully
and to all intents and purposes as they might or could be in person, hereby ratifying and confirming all that said
attorneys-in-fact and agents, and their substitutes, may lawfully do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by
the following persons on behalf of the Registrant in the capacities and on the dates indicated.

/s/ Tracy R. Newton Date: March 27, 2002
Tracy R. Newton, President, Chief
Executive Officer and Director
[Principal Executive Officer]

/s/ Alan S. Dover Date: March 27, 2002
Alan S. Dover, Director

/s/ Charles A. Edmondson Date: March 28, 2002
Charles A. Edmondson, Director

/s/ Roger E. Futch Date: March 27, 2002
Roger E. Futch, Director

/s/ Joseph C. Hensley Date: March 29, 2002
Joseph C. Hensley, Director

/s/ Frank E. Jones Date: March 28, 2002
Frank E. Jones, Director

/s/ J. Ronald Knight Date: March 28, 2002
J. Ronald Knight, Director

[s/ P. Joe Sisson Date: March 29, 2002
P. Joe Sisson, Director

/s/ Kenneth D. Warren Date: March 27, 2002
Kenneth D. Warren, Director
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David A. Bowers, CPA Stewart T. Wilson, CPA
Benjamin N. Vance, CPA

Steven W, Brown, CPA

INDEPENDENT AUDITORS’ REPORT

To the Board of Directors and Shareholders
Appalachian Bancshares, Inc. and Subsidiaries
Ellijay, Georgia

We have audited the accompanying consolidated statements of financial condition of Appalachian Bancshares, Inc. (a
Georgia corporation) and subsidiaries as of December 31, 2001 and 2000, and the related consolidated statements of
income, shareholders’ equity and cash flows for each of the three years in the period ended December 31, 2001. These
consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to express
an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
consolidated financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the consolidated financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall consolidated financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Appalachian Bancshares, Inc. and subsidiaries as of December 31, 2001 and 2000,
and the consolidated results of their operations and their cash flows for each of the three years in the period ended
December 31, 2001, in conformity with accounting principles generally accepted in the United States of America.

Birmingham, Alabama /s/ Schauer, Taylor, Cox, Vise & Morgan, P.C.
February 15, 2002

Schauer, Taylor, Cox, Vise & Morgan, P.C.

Member of American Institute of Certified Public Accountants, SEC Practice Section
and Alabama Seciety of Certified Public Accountants
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CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001 and 2000

2001 2000
Assets
Cash and due from DaAnKS .....c.c.ooiiiioiiiie e es 3,598,304 5,119,438
Interest-bearing deposits with other banks...........ccc.coccomviiii, 745,954 24,528
Federal fUnds SOI......oovviiiieieei ettt ee e st ae s es 3,214,000 6,573,000
Cash and Cash EQUIVAIEIIES........coeovveierieieiie vt eeeeeevereereeve e ere st eae e 7,558,258 11,716,966
Securities available-for-sale ..o e 49,393,717 32,540,634
Loans, net of unearned INCOME...........coceieiiirieeiiie i evs e ve s 250,569,296 214,123,876
Allowance fOr 10Am J0SSES...uuuiiviiiiiiiiei it ea e (2,995.362) (2,210,603)
INEELLOANS 1ottt ettt et et e ettt e et e e e e e e e e e s ert s e saesbsene s 247,573,934 211,913,273
Premises and eqUIPMENt, NEE.........ccociiioieiienereene e et eeetne e sbeaeeereas 6,845,430 6,615,352
ACCTUSA IMEETEST ... tiiii ittt et e e e et e e eeae s et s e e tb e eabeeetbeeeennaesneeens 2,498,992 2,454,079
Cash surrender value on life INSUTANCE.....o.vivioviiiiici e eeieeens 2,369,866 2,255,356
INEANZIDIE, NMEL....iviieti ittt ettt 1,991,891 2,109,638
BT ASSELS .eeiiivvrreeri it ie et e re e e eeartee et e ettt e e s st aee s s sesseessotrteaseetbeeesssnbenseesanreneees 1,446,923 1,337,362
TOLAL ASSELS ...ttt st et bbb e $ 319,679,011 $ 270,942,660
Liabilities and Shareholders® Equity
Liabilities
Deposits:
INONINETESI-DEATIINE -..veeevrviviriairisiesirteseeee et e eees b esaessesesesebebeeaeseensseanresnaseneens $ 16,833,584 § 8,900,815
INEEIeSt-DEATINEG. «...ooveiiiririecrtece et 247,194,423 205.268.008
Total IDEPOSILS «...ccvoceivieirreieiiriietereeet et st eebesae st st bt e e st esesrebeaesees 264,028,007 214,168,823
SHOIt-term DOITOWIINZS. ..eeevvvieriniiiteieeicee e et eae st sre e s e e eeeeeeesrenbeeteanbesaeaseesees 3,664,699 2,845,355
ACCTUEA INEETESE ... oevveeeiieeeri e eee sttt att e s eae e et e s eree s erbeesstreesraeeseaaeeaens 1,266,946 1,361,896
LONZ-TEITN AEDL ...cvviireercierivirne et et reb e ereesresersaesssesressansrasrnaas 29,653,571 34,538,095
OtREr TADILIEIES ...eeeovveiieieee et ettt sae s e e e st e s e s reaeaesneanns 474,598 359.004
Total LA IS ... cveie it ettt e 299,087,821 253.273.173
Shareholders’ Equity
Common stock, par value $0.01 per share, 20,000,000 shares authorized,

3,134,670 shares issued in 2001 and 3,110,248 shares issued in 2000........... 31,347 31,102
Paid-in CAPILAl ...ttt ettt vt aneen 14,926,333 14,606,889
Retained earnings .....cvvveciiiiniiieiiniet e 7,827,893 5,289,795
Accumulated other comprehensive income (loss): net unrealized holding

gains (losses) on securities available-for-sale, net of deferred income tax..... 60,822 (3.094)
Treasury stock, 253,000 Shares at COSt......covirviienrieriiieiiiercenneeeeae v eeie e (2,255,205) (2.255,205)

Total Shareholders’ EQIILy .....ocoooroeaeieiirreniieerccieeeeee e sve v 20,591,190 17,669,487
Total Liabilities and Shareholders” EQUILY ..o riiirininnrnrinccreeeeeee $ 319.679.011 $ 270,942.660

See notes to consolidated financial statements
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CONSOLIDATED STATEMENTS OF INCOME

APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES
Years Ended December 31, 2001, 2000 and 1999

2001 2000 1999
Interest Income
Interest and fees on 10aNS...c...ccociiiiiiveeri i $ 22,111,485 $ 19,603418 $ 13,807,798
Interest on investment securities:
Taxable SECUTTLIES .. uvvviesieireiee et e e e e eerreeeeesreteseeeeneeeens 1,743,440 1,702,529 1,388,750
Nomntaxable SECUITHIES .....cvvvrviveeere i vreeae e eeese s sae s 536,689 426,619 527,461
Interest on deposits in other banks .........ccoooveiiiiciinriiicinne 4,891 30,363 16,322
Interest on federal funds sold ........ccccevviiiiiieieceee 366,870 207,125 398,972
Total Interest INCOME....c..cvivveeiriieee e 24,763,375 21,970,054 16,139,303
Interest Expense
Interest On dePOSILS ...vevvvveieereeierre e 11,294,581 10,919,158 8,249,918
Interest on federal funds purchased and securities sold
under agreements tO FEPUIChaSE ....cocvvevrriiceiiernenicniiee e 100,124 389,080 112,368
Interest on long-term debt.........ccooveereiiivevieece e 2,280,122 2.017.015 776.485
Total Interest EXPEISE .....coevvveiviiiiiieiie e 13,674,827 13,325,253 9.138.771
Net Interest IMCOIME .....covevtiiiiiee et seirt e et e e s eeenene e e 11,088,548 8,644,801 7,000,532
Provision for [0an I0SSES.....cccovuimiicrinninii e 1,294,560 921,940 880,000
Net Interest Income After Provision For Loan Losses......... 9,794,048 7,722,861 6,120,532
Noninterest Income
CUSIOMET SEIVICE FEES ...oivviiiiieeiiiiieeeeeteecieeteeeeeecee e teecaeeesee s 661,715 504,131 401,808
INSUrance COMIMISSIONS. ....ovviiiviiveeieraneietreeceraneeeve e e ceresevves 60,665 45,566 54,198
Other operating iNCOME .......oceeiivcriieriecieerireeie e ireseaesereens 668,645 619,911 379,477
Investment securities gains (10SS€S)...ccvivivirerrirereerirenreireenns 146,976 (10,774) 9,430
Total Noninterest TnCOMIE. ......cocvevireiceereerirccreanrvesneees 1,538,001 1,158,834 844913
Noninterest Expenses
Salaries and employee benefits .......c.ccocevviienccininnnceen 3,743,849 2,890,930 2,575,618
OCCUPANCY BXPEIISE ....vviriieiianerererecanneantesieeaee e tereereanneseeennes 511,810 331,332 324,024
Furniture and equipment eXpense..........cocovireiieeererniveeeennnns 457,306 375,673 338,150
Other Operating eXPeNSES.......cocuerrerireerernrierrieserereeseererenens 3,118,398 2,782,551 2.323.177
Total Noninterest EXPEISES ........ccovveereveervererraveeseans 7,831,363 6.380.486 5.560.969
Income before INCOME tAXES. ... coviviiireeeeereiereeriereetrereeereeresereereas 3,500,686 2,501,209 1,404,476
Income tax eXPENSE .c..vivvviiiiicre et 362,588 871,778 138,702
INEEINCOME +...oovrvveee et ettt et eeee e aneene s $ 2,538,098 $ 1629431 $ 1,265,774
Earnings Per Commeon Share
BASIC et et $ 689 $§ 059 % 0.48
DAIUted ..o 0.82 0.55 0.44
Cash Dividends Declared Per Common Share............ovr... $ 0.00 $ 000 § 0.00
Weighted Average Shares OQutstanding
BaSIC oottt 2,859,683 2,755,255 2,652,392
DS oot 3,081,276 2,968,926 2,847,050

See notes to consolidated financial statements
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES
Years Ended December 31, 2001, 2000 and 1999

Accumulated
Other
Compre-
hensive
Common  Paid-in Retained Income Treasury
Stock Capital Earnings (Loss) Stock Total

Balance at January 1, 1999 ............. $6,835.940 §$ 2,576,849 $ 2,394,590 $ 100,315 $ (428,000) $11,479,694
Netincome 1999 ....cooovvivvivriernienn, — — 1,265,774 — — 1,265,774
Unrealized losses on available-

for-sale securities, net of

reclassification adjustment,

net of tax of $479,159 ..., — — — (887,711) — (887.711)
Comprehensive income................... — — — — — 378,063
Proceeds from sale of common

stock to 401(k) plan .......oeevrnnen 87,670 263,010 — — —_ 350,680
Proceeds from exercise of options .. 22,000 33,243 — —_ — 55,243
Compensation on options granted... — 157,094 — — — 157.094
Balance at December 31, 1999 ....... 6,945,610 3,030,196 3,660,364 (787,396)  (428,000) 12,420,774
Net income 2000 .......ccceeeevriviiieeennns — — 1,629,431 — — 1,629,431
Unrealized gains on available-

for-sale securities, net of

reclassification adjustment,

net of tax of $425,490.................. — — — 784,302 — 784,302
Comprehensive income.........c......... — — — — — 2,413,733
Purchase of Treasury Stock............. —_ — — — (1,827,205) (1,827,205)
Change of par value from $5.00

10 $0.01 i (6,917,828) 6,917,828 — — — —
Public offering sale of stock, net

of 1SSUaNCe COSLS ...ovvvviiereeeenenne. 3,066 4,359,081 — — — 4,362,147
Proceeds from sale of common

stock to 401(k) plan...........ovcoceeee. 242 292,596 — — — 292,838
Proceeds from exercise of options .. 12 7.188 — — — 7,200
Balance at December 31, 2000 ..... 31,102 14,606,889 5,289,795 3,094y (2,255,205) 17,669,487
Net income 2001..........ccooeeiinnnnns — — 2,538,098 _ — 2,538,098
Unrealized gains on available-

for-sale securities, net of

reclassification adjustment,

net of tax of $31,379.........c......... — — — 63,916 — 63,916
Comprehensive income................. —_ — —_ — — 2,602,014
Proceeds from sale of common

stock to 401(k) plan .................. 206 287,102 — — —_ 287,308
Proceeds from exercise of options 39 32,342 — — — 32,381

Balance at December 31, 2001 ..... $ 31347 $14,926.333 $ 7.827.893 § 60.822 $(2.255,205) $2€,591.190

See notes to consolidated financial statements
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CONSOLIDATED STATEMENTS OF CASH FLOWS

APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES
Years Ended December 31, 2001, 2000 and 1999

Operating Activities
INELINCOME. .. eiieeeiie et eire et eavbae e
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation, amortization, and accretion, net...
Provision for 1oan 10SSes .........cvvveveverivieniennirenes
Deferred tax (benefit)....ccocoeevveeveeeiiirinineieeniie
Realized security (gains) losses, net.......c...c.......

Increase in cash surrender value on life insurance .............

Increase in accrued interest receivable ...............

Investing Activities

Proceeds from sales of securities available-for-sale ..............

Proceeds from sales of securities held-to-maturity
Proceeds from maturity, calls and paydown of
securities available-for-sale ........c..ccooveviinnnne,
Proceeds from maturity, calls and paydown of
securities held-to-maturity ..........cccvevencinvnenne
Purchase of securities available-for-sale ................
Purchase of securities held-to-maturity ..................
Net increase in 10ans to CUSIOMETS ...eccevvrrnnvrannnns
Capital expenditures, net.......ooeeenevcreenniecnnen.

Proceeds from disposition of foreclosed real estate................

Purchase of life insurance plan.........c.ccocconeenenee.
Net Cash Used In Investing Activities.........

Financing Activities
Net increase (decrease) in demand deposits, NOW
accounts, and savings acCountS.........covvveceeunan.
Net increase in certificates of deposit.............ccc.e...
Net increase (decrease) in short-term borrowings..
Issuance of long-term debt .....c..c.ocoovveivieniniinn,
Repayment of long-term debt..........ccoccoeieinnnns

Issuance of comMMOn STOCK.......oocveiiririiiiiiree e
Purchase of treasury stock ...
Net Cash Provided By Financing Activities................

Net increase (decrease) in cash and cash equivalents................

Cash and cash equivalents at beginning of year ............c.c.c......

Cash and cash equivalents at end of year..........ccccoeevenn.

2001 2000 1999
$ 2,538,098 $ 1629431 $ 1,265,774
861,950 556,373 473,259
1,294,500 921,940 880,000
(181,725) 110,343 (117.947)
(146,976) 10,774 (9,430)
(114,510) (110,062) (29,856)
(44,913) (712,093) (422,385)
(94,950) 545,908 150,105
183,274 334,278 (348.944)
4,294,748 3.286.892 1,840,576
7,777,064 10,282,289 3,572,134
— — 834,523
19,540,135 1,151,386 9,251,517
— — 250,514
(44,027,017) (8,405098)  (20,815,665)
— — (670,762)
(37,068,598) (45,726,054)  (39,991,882)
(878,572) (3,230,277) (250,252)
89,839 — —
— — (1.500.000)
(54,567,149) (45.927.754) __ (49.319.873)
17,041,106 1,670,288 (4,602,526)
32,818,078 25,768,879 27,470,704
819,344 (3,288,652) 3,628,231
— 38,600,000 9,000,000
(4,884,524) (21,026,191) (3,042,857)
319,689 4,662,185 542,974
— (1.827.205) —
46,113,693 44,559,304 32,996,526
(4,158,708) 1,918,442 (14,482,771)
11,716,966 9.798.524 24,281,295
$ 7558258 S 11716966 S_ 9.798.524

See notes to consolidated financial statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 19299

Note 1 - Summary of Significant Accounting Policies

The accompanying consolidated financial statements include the accounts of Appalachian Bancshares, Inc. (the
“Company”)(a Georgia corporation) and its wholly-owned subsidiaries: Appalachian Community Bank (the “Bank”)
and Appalachian Information Management, Inc. (“AIM”). During 2001, the two previous bank subsidiaries, Gilmer
County Bank and Appalachian Community Bank (formerly known as First National Bank of Union County) were
merged. The surviving bank of Gilmer County Bank simultaneously changed its name to Appalachian Community
Bank. AIM was formed as a wholly-owned subsidiary of the Bank. AIM provides in-house data services to the Bank
and offers data processing services to other institutions. All significant intercompany transactions and balances have
been eliminated in consolidation. Unless otherwise indicated herein, the financial results of the Company refer to the
Company and the Bank on a consolidated basis. The Bank provides a full range of banking services to individual and
corporate customers in North Georgia and the surrounding areas.

The Company operates predominantly in the domestic commercial banking industry. The accounting and reporting
policies of the Company conform to generally accepted accounting principles in the United States of America and to
general practice within the banking industry. The following summarizes the most significant of these policies.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles in the United States
of America requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

The determination of the adequacy of the allowance for loan losses is based on estimates that are particularly
susceptible to significant changes in the economic environment and market conditions. In connection with the
determination of the estimated losses on loans, management obtains independent appraisals for significant collateral.
While management uses available information to recognize losses on loans, further reductions in the carrying amounts
of loans may be necessary based on changes in local economic conditions. In addition, regulatory agencies, as an
integral part of their examination process, periodically review the estimated losses on loans. Such agencies may require
the Bank to recognize additional losses based on their judgments about information available to them at the time of their
examination. Because of these factors, it is reasonably possible that the estimated losses on loans may change materially
in the near term. However, the amount of the change that is reasonably possible cannot be estimated.

Securities
Securities are classified as either held-to-maturity, available-for-sale or trading.

Held-to-maturity securities are securities for which management has the ability and intent to hold until maturity. These
securities are carried at amortized cost, adjusted for amortization of premiums and accretion of discount, to the earlier
of the maturity or call date.

Securities available-for-sale represent those securities intended to be held for an indefinite period of time, including
securities that management intends to use as part of its asset/liability strategy, or that may be sold in response to
changes in interest rates, changes in prepayment risk, the need to increase regulatory capital, or other similar factors.
Securities available-for-sale are recorded at market value with unrealized gains and losses net of any tax effect, added or
deducted directly from shareholders’ equity.
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NOTES TO CONSCLIDATED FINANCIAL STATEMENTS
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 1 - Summary of Significant Accounting Policies - Continued

Securities carried in trading accounts are carried at market value with unrealized gains and losses reflected in income.
Realized and unrealized gains and losses are based on the specific identification method.

Declines in the fair value of individual held-to maturity and available-for-sale securities below their cost that are other
than temporary result in write-downs of the individual securities to their fair value. The related write-downs are
included in earnings as realized losses.

The Company has no trading or held-to-maturity securities.

Loans

Loans are stated at unpaid principal balances, less the allowance for loan losses, net deferred loan fees and unearned
discounts.

Unearned discounts on installment loans are recognized as income over the term of the loans using a method that
approximates the interest method. :

Loan origination and commitment fees, as well as certain origination costs, when material, are deferred and amortized
as a yield adjustment over the lives of the related loans using the interest method.

Allowance for Possible Loan Losses

A loan is considered impaired, based on current information and events, if it is probable that the Company will be
unable to collect the scheduled payments of principal or interest when due according to the contractual terms of the loan
agreement. Uncollateralized loans are measured for impairment based on the present value of expected future cash
flows discounted at the historical effective interest rate, while all collateral-dependent loans are measured for
impairment based on the fair value of the collateral. Smaller balance homogeneous loans which consist of residential
mortgages and consumer loans are evaluated collectively and reserves are established based on historical loss
experience.

The allowance for loan losses is established through charges to earnings in the form of a provision for loan losses.
Increases and decreases in the allowance due to changes in the measurement of the impaired loans are included in the
provision for loan losses. Loans continue to be classified as impaired unless they are brought fully current and the
collection of scheduled interest and principal is considered probable. When a loan or portion of a loan is determined to
be uncollectable, the portion deemed uncollectable is charged against the allowance and subsequent recoveries, if any,
are credited to the allowance.

Management’s periodic evaluation of the adequacy of the allowance is based on the Bank’s past loan loss experience,
known and inherent risks in the portfolio, adverse situations that may affect the borrowers’ ability to repay, estimated
value of any underlying collateral, and an analysis of current economic conditions. While management believes that it
has established the allowance in accordance with generally accepted accounting principles and has taken into account
the views of its regulators and the current economic environment; there can be no assurance that in the future the
Bank’s regulators or its economic environment will not require further increases in the allowance.
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Note 1 - Summary of Significant Accounting Policies - Continued

Income Recognition on Impaired and Nonaccrual Loans

Loans, including impaired loans, are generally classified as nonaccrual if they are past due as to maturity or payment of
principal or interest for a period of more than 90 days, unless such loans are well collateralized and in the process of
collection. If a loan or a portion of a loan is classified as doubtful or is partially charged off, the loan is generally
classified as nonaccrual. Loans that are on a current payment status or past due less than 90 days may also be classified
as nonaccrual it repayment in full of principal and/or interest is in doubt.

Loans may be returned to accrual status when all principal and interest amounts contractually due are reasonably
assured of repayment within an acceptable period of time, and there is a sustained period of repayment performance by
the borrower, in accordance with the contractual terms of interest and principal.

While a loan is classified as nonaccrual and the future collectability of the recorded loan balance is doubtful, collections
of interest and principal are generally applied as a reduction to principal outstanding, except in the case of loans with
scheduled amortizations where the payment is generally applied to the oldest payment due. When the future
collectability of the recorded loan balance is expected, interest income may be recognized on a cash basis. In the case
where a nonaccrual loan has been partially charged off, recognition of interest on a cash basis is limited to that which
would have been recognized on the recorded loan balance at the contractual interest rate. Receipts in excess of that
amount are recorded as recoveries to the allowance for loan losses until prior charge offs have been fully recovered.
Interest income recognized on a cash basis was immaterial for the years ended December 31, 2001, 2000 and 1999.

Premises and Equipment

Land is carried at cost. Other premises and equipment are carried at cost net of accumulated depreciation. Depreciation
is provided generally by straight-line methods based principally on the estimated useful lives of the respective assets.
Maintenance and repairs are expensed as incurred while major additions and improvements are capitalized. Gains and
losses on dispositions are included in current operations.

Foreclosed Real Estate

Foreclosed real estate includes both formally foreclosed property and in-substance foreclosed property. In-substance
foreclosed properties are those properties for which the institution has taken physical possession, regardless of whether
formal foreclosure proceedings have taken place.

At the time of foreclosure, foreclosed real estate is recorded at the lower of the carrying amount or fair value less cost to
sell, which becomes the property’s new basis. Any write-downs based on the asset’s fair value at date of acquisition are
charged to the allowance for loan losses. After foreclosure, these assets are carried at the lower of their new cost basis
or fair value less cost to sell.

Costs incurred in maintaining foreclosed real estate and subsequent adjustments to the carrying amount of the property
are included in income (loss) on foreclosed real estate.

Advertising Costs

The Company’s policy is to expense advertising costs as incurred. Advertising expense for the years ended
December 31, 2001, 2000 and 1999 amounted to approximately $441,000, $418,000 and $309,000, respectively.
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Note 1 - Summary of Significant Accounting Policies - Continued
Income Taxes

Income taxes are provided for the tax effects of the transactions reported in the financial statements and consist of taxes
currently due plus deferred taxes related primarily to differences between the basis of available-for-sale securities,
allowance for loan losses, estimated losses on foreclosed real estate, and accumulated depreciation for financial and
income tax reporting. The deferred tax assets and liabilities represent the future tax return consequences of those
differences, which will either be taxable or deductible when the assets and liabilities are recovered or settled. Deferred
tax assets and liabilities are reflected at income tax rates applicable to the period in which the deferred tax assets or
liabilities are expected to be realized or settled. As changes in tax laws or rates are enacted, deferred tax assets and
liabilities are adjusted through the provision for income taxes. The Company files consolidated income tax returns with
its subsidiaries.

Stock-Based Compensation

In October 1995, the FASB issued SFAS No. 123, Accounting for Stock-Based Compensation; which defines a fair
value based method of accounting for an employee stock option plan. This statement establishes financial accounting
and reporting standards for stock-based employee compensation plans and stock-based non-employee compensation.
Under the fair value based method, compensation is measured at the grant date based on the value of the award and is
recognized over the service period, which is usually the vesting period. However, SFAS No. 123 allows an entity to
continue to measure compensation costs for those plans using the intrinsic value based method of accounting prescribed
by APB Opinion No, 25, Accounting for Stock Issued to Employees. The Company has elected to continue its reporting
of stock-based compensation in accordance with the provisions of APB Opinion No. 25.

Employee Benefit Plan

The Company has a 401(k) profit-sharing plan covering substantially all of its employees. Eligible participating
employees may elect to contribute tax-deferred contributions. Company contributions to the plan are determined by the
board of directors.

Intangibles

Intangibles consist primarily of goodwill. The goodwill intangible represents a premium paid on the purchase of assets
and deposit liabilities. The asset is stated at cost, net of accumulated amortization, which is prov1ded using the straight-
line method over the estimated useful life of 20 years.

As discussed later in this footnote, the adoption of new accounting standards effective January 1, 2002, mandate the
discontinuance of periodic amortization and require the Company to measure the recorded goodwill for impairment as
of January 1, 2002, and at least annually thereafter. The initial measurement has not been completed, however, no
material impact to the Company’s consolidated financial statements is anticipated.

Off Balance Sheet Financial Instruments

In the ordinary course of business the Company has entered into off-balance-sheet financial instruments consisting of
commitments to extend credit, commitments under credit card arrangements, commercial letters of credit and standby
letters of credit. Such financial instruments are recorded in the financial statements when they become payable.
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Note 1 - Summary of Significant Accounting Policies - Continued

The Company also has available as a source of short-term financing the purchase of federal funds from other
commercial banks from an available line of up to $15 million and a line of credit with the Federal Home Loan Bank of
up to $30,369,974 of which $5,316,403 is available and unused.

Segment Information

All of the Company's offices offer similar products and services, are located in the same geographic region, and serve
the same customer segments of the market. As a result, management considers all units as one operating segment and
therefore feels that the basic consolidated financial statements and related footnotes provide details related to segment
reporting.

Reclassifications

Certain amounts in 2000 and 1999 have been reclassified to conform with the 2001 presentation.

Recently Issued Accounting Standards

In June 1998, the Financial Accounting Standards Board issued SFAS No. 133, Accounting for Derivative Instruments
and Hedging Activities. This statement establishes accounting and reporting standards for derivative instruments and for
hedging activities. It requires that an entity recognize all derivatives as either assets or liabilities in the statement of
financial condition and measure those instruments at fair value. The accounting for changes in the fair value of a
derivative is to be determined based upon the intended use of the derivative. For certain hedge designations (cash flow
and foreign currency exposure) the derivative’s gain or loss is reported as a component of other comprehensive income.
Other designations require the gain or loss to be recognized in earnings in the period of change. This statement,
amended as to effective date by SFAS No. 137, is effective for financial statements for periods beginning after June 15,
2000. In June 2000, the Financial Accounting Standards Board issued SFAS No. 138, Accounting for Certain
Derivative Instruments and Certain Hedging Activities - an amendment of SFAS No. 133. The adoption of SFAS No.
133, as amended by SFAS No. 138 did not have a material impact on the Company's consolidated financial statements.

In September 2000, the FASB issued SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities - a replacement of FASB Statement No. 125. While SFAS No. 140 carries over most of
the provisions of SFAS No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities, it provides new standards for reporting financial assets transferred as collateral and new standards for the
derecognition of financial assets, in particular transactions involving the use of special purpose entities. SFAS No. 140
also prescribes additional disclosures for collateral transactions and for securitization transactions accounted for as
sales. The new collateral standards and disclosure requirements are effective for fiscal years ending after December 15,
2000, while the new standards for the derecognition of financial assets are effective for transfers made after March 31,
2001. The adoption of this statement did not have a material effect on the Company’s consolidated financial
statements.

In May 2001, the Auditing Standards Board issued Statement on Auditing Standards (“SAS”) No. 94, The Effect of
Information Technology on the Auditor’s Consideration of Internal Control in a Financial Statement Audit. This
statement amends SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, by providing
additional guidance related to the understanding by the auditor of an entity’s use of information technology relevant to
the audit. This auditing standard is effective for audits of financial statements for periods beginning on or after June 1,

2001. The impact on the audit of the Company’s consolidated financial statements resulting from the issuance of thls
auditing standard is not expected to be material.
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In June 2001, the FASB issued SFAS No. 141, Business Combinations. This statement address financial accounting
and reporting for business combinations and supersedes ABP Opinion No. 16, Business Combinations, and SFAS No.
38, Accounting for Preacquisition Contingencies of Purchased Enterprises. All business combinations in the scope of
SFAS No. 141 are to be accounted for using one method, the purchase method. Prior to the issuance of this statement,
subject to certain criteria, business combinations were accounted for using one of two methods, the pooling-of-interests
method or the purchase method. The two methods produce different financial statement results. The single-method
approach used in SFAS No. 141 reflects the conclusion that virtually all business combinations are acquisitions and
therefore should be accounted for in the same manner as other asset acquisitions based on the values exchanged. This
statement provides expanded and revised guidance related to the allocation of the purchase price to goodwill and other
intangibles arising from the business combination. The provisions of SFAS No. 141 apply to all business combinations
initiated after June 30, 2001.

In June 2001, the FASB issued SFAS No. 142, Goodwill and Orther Intangible Assets, which addresses financial
accounting and reporting for acquired goodwill and other intangible assets and supersedes APB Opinion No. 17,
Intangible Assets. SFAS No. 142 provides new standards for accounting relating to intangible assets after initial
recognition in the financial statements. This statement proscribes the accounting practice of amortizing or expensing
intangibles ratably over a prescribed period of time and imposes new guidance requiring that goodwill and certain other
intangibles be tested for tmpairment at least annually by comparing fair values of those assets with their recorded
amounts. Additional disclosure requirements also are provided. The provisions of SFAS No. 142 are required to be
applied in fiscal years beginning after December 15, 2001.

The adoption of SFAS No. 141 and SFAS No. 142 are not expected to have a material effect on the Company’s
consolidated financial statements.

In June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. This statement requires
that the fair value of a liability for an asset retirement obligation be recognized in the period in which it is incurred if a
reasonable estimate of fair value can be made. The associated asset retirement costs are capitalized as part of the
carrying amount of the long-lived asset. This statement is effective for financial statements issued for fiscal years
beginning after June 15, 2002. The adoption of this statement is not expected to have a material effect on the
Company’s consolidated financial statements.

In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-lived Assets.
This statement addresses financial accounting and reporting for the impairment or disposal of long-lived assets. This
statement supersedes FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of, and the accounting and reporting provisions of APB Opinion No. 30, Reporting the
Results of Operations—Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and
Infrequently Occurring Events and Transactions, for the disposal of a segment of a business (as previously defined in
that opinion). This statement also amends Accounting Research Bulletin No. 51, Consolidated Financial Statements, 10
eliminate the exception to consolidation for a subsidiary for which control is likely to be temporary. The major changes
resulting from this statement relate to the establishment of a single method for the recognition of impairment losses on
long-lived assets to be held and used whether from discontinuance of a business segment or otherwise. This statement is
effective for financial statements issued for fiscal years beginning after December 15, 2001. The adoption of this
statement is not expected to have a material effect on the Company’s consolidated financial statements.
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In December 2001, the Accounting Standards Executive Committee issued Statement of Position (“SCP”) 01-6,
Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or Finance the Activities of
Others. This statement reconciles and conforms the accounting and financial reporting provisions for similar
transactions as applied to different entities within the financial services industry. It eliminates differences in disclosure
practices where not warranted and should provide greater consistency in reporting by entities in the financial services
industry. This statement is effective for annual and interim financial statements issued for fiscal years beginning after
December 15, 2001. The adoption of SOP 01-6 is not expected to have a material effect on the Company’s consolidated
financial statements.

In December 2001, the Auditing Standards Board issued SAS No. 95, Generally Accepted Auditing Standards. This
statement supersedes Generally Accepted Auditing Standards of SAS No. 1 and generally provides additional guidance
to the independent auditor in the conduct of an audit engagement, primarily by addressing authoritative and
nonauthoritative publications for audit consideration and guidance. This SAS is effective for audits of financial
statements for periods beginning on or after December 15, 2001.

In January 2002, the Auditing Standards Board issued SAS No. 96, Audit Documentation. This statement supersedes
SAS No. 41, Working Papers and amends SAS No. 47, Audit Risk and Materiality in Conducting an Audit, SAS No. 56,
Analytical Procedures and SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern. This statement provides revised guidance to the independent auditor as to the type, purpose and requirements
of audit documentation. This SAS is effective for audits of financial statements for periods beginning on or after
May 15, 2002.

The impact of SAS No. 95 and SAS No. 96 on the audit of the Company’s consolidated financial statements resulting
from the issuance of these auditing standards is not expected to be material.

Earnings per Common Share

Basic earnings per common share are computed by dividing earnings available to stockholders by the weighted average
number of common shares outstanding during the period. Diluted earnings per share reflect per share amounts that
would have resulted if dilutive potential common stock had been converted to common stock, as prescribed by SFAS
No. 128, Earnings per Share. All per share amounts included in these financial statements have been retroactively
adjusted to reflect the effects of the 2-for-1 stock split which occurred during 2000. The following reconciles the
weighted average number of shares outstanding:

2001 2000 1999
Weighted average of common shares outstanding...........c.ccceeveeeveinvecresnnnnene, 2,859,683 2,755,255 2,652,392
Effect of dilUtiVe OPLONS.....coiiee ittt sttt 221,593 213.671 194,658
Weighted average of common shares outstanding effected for dilution ......... _ 3081276 _ 2968926 _ 2.847.050

In April 2000, the Company issued a 2-for-1 stock split. All per share amounts included in these consolidated financial
statements have been retroactively adjusted to give effect to this split.
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Note 1 - Summary of Significant Accounting Policies - Continued

Comprehensive Income

Comprehensive income is the total of net income and all other non-owner changes in equity. Items that are to be
recognized under accounting standards as components of comprehensive income are displayed in statements of
shareholders’ equity.

In the calculation of comprehensive income, certain reclassification adjustments are made to avoid double counting
items that are displayed as part of net income for a period that also had been displayed as part of other comprehensive
income in that period or earlier periods. The disclosure of the reclassification amounts and other details of other
comprehensive income are as follows:

Years Ended December 31,

2001 2000 1999
Unrealized gains (losses) on securities
Unrealized holding gains (losses)
arising during period ........cccceveniiieinnincnen $ 242,271 $ 1,199,018 $ (1,357,440)
Reclassification adjustments for (gains)
losses included in net income .............cevveeenne (146,976) 10,774 (9,430)
Net unrealized gains (10SS€8) ...coovecvrerveeicrennne. 95,295 1,209,792 (1,366,870)
Income tax related to items of other
comprehensive iNCOmMe .......ecvevveerrenencrcnnnne (31,379) (425.490) 479.159
Other comprehensive income (10SS).......oovevevrennnnn. $ 63,916 $ 784,302 § (887,711

Statements of Cash Flows

The Company includes cash, due from banks, and short-term investments as cash equivalents in preparing the
consolidated statements of cash flows. The following is supplemental disclosure to the statements of cash flows for the
three years ended December 31, 2001.

Years Ended December 31
2001 2000 1999

Cash paid during the year for interest ................ $ 13,769,777 $ 12,779,345 $ 8,988.666
Cash paid during the year for income taxes....... 1,061,461 603,000 369,400
Non-cash Disclosures:
Loans transferred to foreclose real estate........... 732,882 147,423 —
Net increase (decrease) in unrealized gains and

losses on securities available-for-sale............. 95,295 1,209,792 (1,366,870)
Proceeds from sales of foreclosed real estate

financed through loans.........cccccconicnnciinenn, 619,445 -— —
Securities transferred from held-to-maturity

portfolio to available-for-sale portfolio .......... —_ 5,799,682 _—
Change in par value from $5.00 per

share to $0.01 per share ............cccoevevenrenenenn. — 6,917,828 —
Transfer of Stock to 40T(K) ....c.ccovvevireiiveeveeennens — 4,165 —
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Note 2 - Business Combination

Effective August 13, 2001, the Company’s wholly-owned bank subsidiaries, Gilmer County Bank and Appalachian
Community Bank were merged together. Regulatory approval for the merger was received by the Company from the
Federal Deposit Insurance Corporation (“FDIC”) and the Georgia Department of Banking and Finance. Pursuant to the
merger, Gilmer County Bank, as the surviving bank in the merger, changed its legal name from Gilmer County Bank to
Appalachian Community Bank. However, its offices located in Gilmer County continue to operate under the trade name
of “Gilmer County Bank.”

Note 3 - Restrictions On Cash and Due From Bank Accounts

The Company is required to maintain average reserve balances either in vault cash or on deposit with the Federal
Reserve Bank. At December 31, 2001 and 2000, the average amount of the required reserves was $2,161,000 and
$1,390,000, respectively.

Note 4 - Securities

The carrying amounts of securities as shown in the consolidated statement of financial condition of the Company and
their approximate fair values at December 31, 2001 and 2000 are presented below.

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Securities Available-for-Sale
December 31, 2001:
U.S. Government and agency securities................. $ 14,514,408 $ 187,480 $ 16,721 § 14,691,167
State and municipal securities..........ccccocvviniiinnnnn, 13,994,179 68,297 257,536 13,804,940
Mortgage-backed securities.............cccoeveivrreinnnne, 19,235,376 131,683 26,369 19,340,010
Equity SeCuFItIeS....covvvvereieeieiieee e reeee e 1,557,600 — — 1,557.600

$ 49,301,563 § 386,780 $ 294.626 $ 49,393,717

December 31, 2000:

U.S. Government and agency securitieS........ccoovverra. $ 16,622,308 §$ 67,276 $ 131,256 $ 16,558,328
State and municipal securities ............ocecevcvrveiiircenennnn. 8,203,109 08,184 25,479 8,275,814
Mortgage-backed SECUTILIES....cccevviiiriereciiiiiirerie e, 6,160,758 31,351 43,217 6,148,892
EQUity SECUTITIES . ovvvevvvvreeiere i 1,557,600 — — 1,557.600

$32543775 § 196811 $ 199,952 $ 32,540,634
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Note 4 - Securities - Continued

At December 31, 2001, the Company’s available-for-sale securities reflected net unrealized gains of $92.154, which
resulted in an increase in stockholders equity of $60,822 net of deferred tax liability. At December 31, 2000, the
Company’s available-for-sale securities reflected net unrealized losses of $3,141, which resulted in a decrease in
stockholders’ equity of $3,094, net of deferred tax liability.

During the first quarter of 2000, the Company transferred at fair market value all held-to-maturity securities into the
available-for-sale category. The carrying value at the date of transfer was $5,799,963 with an approximate fair market
value of $5,622,297.

The contractual maturities of securities available-for-sale at December 31, 2001, are shown as follows. Expected
maturities will differ from contractual maturities because borrowers may have the right to call or prepay obligations
with or without call or prepayment penalties.

Amortized Estimated
Cost Fair Value
Securities Available-for-Sale

DUE 1N ONIE YEAr O 1855 .coiiviiiieiiieri ettt se et $ 9,384,711 $ 9,464,487
Due after one year through five years ........cccooiveirerieirciiniiece et 19,974,456 20,058,275
Due after five years through ten YEars.......cccovevivieiininivircreneniie et 9,284,542 9,346,047
DUE after TEIN YEATS .1evvveeiiiitiiriteeierci ettt rirestre sttt e saae st e e sebe s sataenaneseeeenas 9,100,254 8,967,308
EQUILY SECUTITEIES ..eevvriveeiiietieetiee it eie ettt ettt e enae et et s ane e aeees 1,557.600 1.557.600

$ 49301563 $ 49393717

Mortgage-backed securities have been included in the maturity tables based upon guaranteed payoff date of each
security.

Gross realized gains and losses on the sale of securities available-for-sale for each of the three years in the period ended
December 31, 2001, were as follows:

2001 2000 1999
Gross realized ZaiNS ...coovvivivieivieeceereee s $ 174,983 3 10,519 S 11,829
Gross realized IOSSES .ovvvivivivviiieieeceiitirieieee et s s e esesbaanaees 28,007 21,293 2,399

Equity securities include a restricted investment in Federal Home Loan Bank stock, which must be maintained to secure
the available line of credit. The amount of investment in this stock amounted to $1,557,600 at December 31, 2001 and
2000.

The carrying value of investment securities pledged to secure public funds on deposit, securities sold under agreements
to repurchase, and for other purposes as required by law amounted to approximately $9,413,000 and $19,076,000 at
December 31, 2001 and 2000, respectively.
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Note 5 - Loans

The Company grants loans to customers primarily in the North Georgia area. The major classifications of loans as of
December 31 were as follows:

2001 2000

Commiercial, financial and agricultural.........c.coccooeeeiiiiiiiieene e $ 29,091,838 $ 36,320,462
Real eState - CONSIIUCTION ..icvieiiiiieirii ittt eeeee s ctre e e etee st e e eee e e et eesbeessaaeeeeeneseneans 54,255,536 22,056,849
Real eState - MOTTZAZE ... .ccvievieeiieei et ettt sttt be st saesbeeees 147,851,890 136,717,781
CONSUITIEE ..ottt et et ettt e et e e e et et e s bt esta e eeeeeraeetestaesaen e s e annnanes 19,370,032 17,254,354
OHNET LOAIIS ..ottt ettt et et sesr et e tere s s ststenasertaareseesas — 1,774,430

258,569,296 214,123,876
Allowance FOr 1081 1OSSES ..uvviriiiiiriie ittt e s e re s e eara e s e s eas (2,995,362) (2,210,603)
INET LOAMS . tviieiiiiie et e e ettt e s et e e e s ettt b e e e ettrvessestseaesesnnteeesseantsasssanbeseaeeas $ 247573934 $ 211913273

Total loans which the Company considered to be impaired at December 31, 2001 and 2000, were $1,642,000 and
$385,000, respectively. All of these loans were on nonaccrual status and had related allowances of $246,300 and
$57,750, respectively. Impaired loans consisted primarily of commercial loans as of December 31, 2001 and 2000. The
average recorded investment in impaired loans for the years ended December 31, 2001 and 2000 was approximately
$1,013,500 and $365,000, respectively. No material amount of interest income was recognized on impaired loans for
the years ended December 31, 2001 and 2000. For the years ended December 31, 2001 and 2000, the difference
between gross interest income that would have been recorded in such period if the nonaccruing loans had been current
in accordance with their original terms and the amount of interest income on those loans that was included in such
period’s net income was negligible.

The Company has no commitments to loan additional funds to the borrowers of nonaccrual loans.

Note 6 - Allowance for Loan Losses

Changes in the allowance for loan losses for each of the three years ended December 31 are as follows:

2001 2000 1999
Balance at beginning of Year........ccoceevvvvinccciinrineneneeene $ 2,210,603 $ 1,849,290 % 1,686,395
Charge-0ffS...c..cceireiicrere et e e (543,800) (591,410) (760,827)
RECOVETIES . ieiiieiiiiieciic ettt e e st e et e e asnae s 34,659 30,783 43,722
Net charge-offs ..o e (509,741) (560,627) (717,105)
Provision for 10an 10SSES ......coccirviierrieiiie vt ere et 1,294,500 921,940 880,000
Balance at end of year..........ccoccveninniiiviiicie e $ 2995362 $ 2210603 3 1.849.290
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Note 7 - Premises and Equipment

Premises and equipment were as follows:

2001 2000
LLATIG ottt bttt $ 846,558 § 846,558
Buildings and IMpProvVemMEnts .........cceiirieerirrreccirnre ettt et e 4,050,520 3,486,006
Furniture and eqQUIPIIENT .....ccooiiiiiiiiiiieicinircce e e 2,765,158 2,360,289
Computer equipment and SOTTWAre ..........ccccooiviiiiiiiiiiie e 1,371,283 1,214,826
AUTOITIODILES Lottt ettt e ee e e ee e e eeee e s e st b s b eratataeseaeeseseseressatnearrreness 174,935 191,133
CONSIIUCHON 1N PIOZIESS w.vevviueiuriititirtrreseesteerereesreceress e et sesbesaenesbeseeerenes s ensensans s 40,000 350.517

9,248,454 8,431,329
Allowance for deprecialtion .....c..oirereorerieceiniee st s (2,403,024) (1.815.977)

$ 6845430 $  6.615352

The provision for depreciation charged to occupancy and furniture and equipment expense for the years ended
December 31, 2001, 2000 and 1999, was $640,220, $472,609 and $312,865, respectively.

Note 8 - Deposits

The aggregate amounts of time deposits of $100,000 or more, including certiticates of deposit of $100,000 or more at
December 31, 2001 and 2000 were $48,189,453 and $39,542,067, respectively. Time deposits of less than $100,000
totaled $115,393,198 and $91,222,506 at December 31, 2001 and 2000, respectively. Demand deposits reclassified as
loan balances as of December 31, 2001 and 2000 amounted to $71,809 and $19,649, respectively.

The maturities of time certificates of deposit and other time deposits issued by the Company at December 31, 2001, are
as follows:

Time
Certificates

of Deposit
Years ending December 31

2002t e $ 113,681,420
2003t 41,382,821
2004 ... 4,288,416
2005 e 4,012,774
2006.....c v 217.220

$ 163.582.651




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

Note 9 - Short-Term Borrowings

December 31, 2001, 2000 and 1999

Short-term borrowings at December 31, 2001 and 2000 consist of the following:

Federal funds purchased.............cc.cccovninin,
Securities sold under agreements to repurchase

Securities sold under agreements to repurchase are reflected at the amount of cash received in connection with the
transaction. Information concerning securities sold under agreements to repurchase is summarized as follows:

Average balance during the year............c.ccccen.

Average interest rate during the year

Maximum month-end balance during the year

....................................................... $ 3,144,208

2001 2000

..................................................... $ 1,932,000 $ —

..................................................... 1,732,699 2.845.355
$ 3.664699 § 2845355

..................................................... $ 1,930,051

2001 2000
$ 2,522,820
3.20% 3.94%
$ 3,117,584

U.S. Agency, municipal and mortgage-backed securities underlying

the agreements at year end:

Carrying value ..o,
Estimated fair value............ccocoooeeviiiicieeeeneienns

Note 10 - Long-Term Debt

..................................................... $ 2,466,745
..................................................... 2,466,745

$ 3,180,498
3,180,498

At December 31, 2001 and 2000, the Company had notes payable totaling $29,653,571 and $34,538,095, respectively.

Long-term debt consists of the following at December 31:

2001

2000

Notes payable on line of credit at FHLB, with varying maturities; from
April 2002 through October 2008, interest rate varies from 4.56% to 7.74%,

secured by residential mortgages ...................

......................................................... $ 25,853,571

Note payable to another financial institution, tnterest at prime less 0.25%;
interest paid quarterly with principal paid at maturity, secured by 100% of the ,
outstanding shares of Appalachian Community Bank. ... 4,600,000

$ 29,938,005

4,600,000

$ 29,653,571
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 10 - Long-Term Debt - Continued
Maturities of long-term debt following December 31, 2001, are as follows:

Years ending December 31,

2002 e ettt r e ettt nanaes $ 11,642,857
2003 ettt raraer et et et e e e e e e e bbb e raatare s 7,742,857
200 ettt s et e b naae 4,142,857
200 et ettt et 4,175,000
2006t ettt et ettt e er et e et s er e bt onteetnaenernea 1,000,000
TRETEATIET ....vee e ettt et e e et e e e e ee e e vane s 950.000

$_ 29,653,571

Note 11 - Shareholders’ Equity

At December 31, 2001 and 2000 Shareholders’ Equity of the Company consisted of the following:

Common Stock: At December 31, 2001 20,000,000 shares authorized, 3,134,670 shares issued and 2,881,670
outstanding with a par value of $0.01 per share. At December 31, 2000, 20,000,000 shares authorized, 3,110,248 shares

issued and 2,857,248 outstanding with a par value of $0.01 per share. Voting rights equal to one vote per share.

Paid-in Capital: Represents the funds received in excess of par value upon the issuance of stock, net of issuance costs
and the tax benefits of non-statutory stock options.

Retained Earnings: Represents the accumulated net earnings of the Company.

Accumulated Other Comprehensive Income: Represents the change in equity during each period from the effects of
unrealized holding gains and losses on securities available-for-sale, net of tax.

Treasury Stock: Represents 253,000 shares of common stock at December 31,> 2001 and 2000, at cost.

In April 2000, the Company issued a 2-for-1 stock split. All per share amounts included in these consolidated financial
statements have been retroactively adjusted to give effect to this split.

In 2001, the Company sold 20,522 shares of stock to its 401(k) plan for $287,308. Of this amount, $205 was allocated
to common stock and $287,103 to paid-in capital. In addition, 3,900 options were exercised for an amount equaling
$32,381, including tax benefit, of which $39 was allocated to common stock and $32,342 to paid-in capital.

In 2000, the Company issued 24,192 shares of stock to its 401(k) plan for $292,838. Of this amount $242 was allocated
to common stock and $292,596 to paid-in capital. The Company also purchased 165,000 shares of common stock for
$1,827,705, which is reflected as treasury stock, at cost, in shareholders’ equity. During 2000, the Company sold
306,612 shares of stock in a public offering for $4,599,190, net of issuance costs, of which $3,066 was allocated to
common stock and $4,596,124 to paid-in capital. In addition, 1,200 options were exercised for an amount equaling
$7,200, including tax benefit, of which $12 was allocated to common stock and $7,188 to paid-in capital.
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NOTES TG CONSOLIDATED FINANCIAL STATEMENTS
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 11 - Shareholders’ Equity - Continued

In 1999, the Company sold 17,534 shares of stock to its 401(k) plan for $350,680. Of this amount, $87,670 was
allocated to common stock and $263,010 to capital surplus. The Company also recorded an increase of $157,094 in
capital surplus related to the issuance of compensatory options. This capital increase was reflected as compensation in
the consolidated statement of income for the year ended December 31, 1999. In addition, 4,400 options were exercised
for an amount equaling $55,243, including tax benefit, of which $22,000 was allocated to common stock and $33,243
to capital surplus.

The Company is also required to maintain minimum amounts of capital to total “risk weighted” assets, as defined by the
banking regulators. The Company’s ratios as of December 31, 2001 and 2000 are disclosed in note 17 following.

The board of directors of any state-chartered bank in Georgia may declare and pay cash dividends on its outstanding
capital stock without any request for approval of the Bank’s regulatory agency if the following conditions are met:

1. Total classified assets at the most recent examination of the Bank do not exceed 80% of equity capital.

2. The aggregate amount of dividends declared in the calendar year does not exceed 50% of the prior year’s net
income.

3. The ratio of equity capital to adjusted assets shall not be less than 6%.

As of December 31, 2001, the Bank could declare dividends of approximately $1,520,000 without regulatory consent,
subject to the Bank’s compliance with regulatory capital restrictions. It is anticipated that any such dividends will be
used for the payment of long-term debt service.

Note 12 - Other Operating Expenses

Other operating expenses consist of the following:

2001 2000 1999

Professional fEES. .. ..ouiie it $ 469,267 $ 426,710  $ 412,218
AQVEITISING .eevieeeiir ittt eb e st 440,651 418,125 308,819
Director and committee fEes ...vvviviviiiiiviiiiiii e 411,864 379,542 226,983
DAt PrOCESSINZ .ovveiveeereeeiriiiriiee et siesie e s cesse e eeee e seraaaaneeeneas 395,270 218,669 375,061
Stationery and SUPPHES .....ccovvoveiniiiieiiicc e 264,271 262,175 252,688
TOSUIANCE ©.ooovvviiieie e cree et et e e ae e eae e aeaens 144,286 123,827 80,860
Taxes and HHCENSES ...ouvveieiiiireieiieeieieeeesbeeteeeeearees et eeeseane e e 132,472 50,080 63,715
POSEAZE «o.vevevvi et ettt ettt ettt ese st ve bbb b vs 126,668 132,150 131,342
AMOTUZALION ..vvviiii e deaeee et eerae e s saareeeeas 117,747 117,747 117,668
Correspondent bank charges.......cc.ccocvvceeninceninicnin e 84,294 58,592 45,368
Checking account €XpPense .......cc.eveecrreerereenareerernenrncenenencnnees 56,805 66,769 62,932
Dues and SUDSCTIPHONS . ...cvevevtirmieereieriecierecsec e 39,546 29,374 19,368
EAUCATION. .cvvt et 37,386 24,760 22,642
OUNET ... ettt er e 397,931 474,031 203,513

Total other OPerating eXPenses ....c.vvviererirneierereriaesnereenens $ 3718398 $§ 2782551 § 2323177

F-21




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 13 - Income Taxes

Federal and state income taxes receivable (payable) as of December 31, 2001 and 2000 included in other assets and

other liabilities were as follows:

2001 2000
Current
FeAIal ..ottt ettt e b e et b $ 106,753  § 30,375
STALE .ottt ettt e ettt et e ekt aab e e eE e e ee e b e ne e (103,660) 19,589
The components of the net deferred income tax asset included in other assets are as follows:
2001 2000
Deferred tax asset:
FEABTAL ..ottt ettt ettt ettt ebe ettt n et $ 770,925 $ 611,127
N 171 =IO O UUUS U OPPPOTO ORI 68,317 69,158
Total deferred iNCOME tAX ASSEL ....coveiiiriieiereieeric ettt e 839.242 680.285
Deferred tax liability:
Federal ....o.v oottt e e e (213,572) (204,810)
STALE Leeeeeeieee ettt et ettt b e b ettt n b e st b e ae R bbbk e eb et re e et (19,003) (19,153)
Total deferred income tax Hability........coocooiiiiiiiiiiii e (232,575) (223,963)
Net deferred AKX ASSEU....ivivriiiiieiieeetteeireeeieeeeeeteeseersesessa s srseeeaeeseeraeseesesbeseeseerenns $ _606,667 3 456,322
The tax effects of each type of income and expense item that gave rise to deferred taxes are:
2001 2000
Net unrealized gains (losses) on securities available-for-sale ..o $ (31,333) $ 47
DIEPTECIALION .oveviniers ettt ettt sae et sre st en (201,242) (132,061)
Allowance fOr 10an LOSSES ...ooviiiriie ittt e e e e e e s eaaaean 782,956 628,103
Deferred COMPENSAION .........iieireeiieiireite et et see e et tase e ee e ene s ese b see e e s 55,098 52,135
OfTICErs 1Ife INSUTANCE ... i.viiiceeirie ettt eeerie b e siresae et nraesabestreareaesbeeseneeenanceees — (90,380)
ONET .t e et e st sttt e be e st b st b e s e et e e nane s 1,188 (1,522)
$ 606667 $ 456322
The components of income tax expense (benefit) for the years 2001, 2000 and 1999 are as follows:
2001 2000 1999
Current
Federal ... s $ 1,038,142  $ 741910 § 292,595
STALE Lottt ettt ettt bbbt 106,171 19,525 (35,946)
Deferred
Federal ..o (179,725) 97,137 (54,741)
SEALE cvveveeiee e ee et e bttt e e b e sbeebe st e e (2,000) 13,206 (63.206)
$ 962,588 $ 871,778 § 138,702
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APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 13 - Income Taxes - Continued

Tax effects of securities transactions resulted in an increase (decrease) in income taxes for 2001, 2000 and 1999 of
approximately $49,972, $(3,663) and $3,206, respectively.

The principal reasons for the difference in the effective tax rate and the federal statutory rate are as follows for the years
ended December 31, 2001, 2000 and 1999.

2001 2000 1999

Statutory federal inCOME (AX TALE .......covvereriierinreriee e e 34.0% 34.0% 34.0%
Effect on rate of:

TaX-EXEIMPL SECUTILIES ... eevvirienireiirererieeienre sttt ettt se st sesaesaene e (5.2) (5.8) (12.8)

Tax-eXemMPL JOANS ..eooieieiiiiiieciiini ittt n 1.1 (0.8) (0.9)

Interest expense diSallOWANCE ....cc.ocoieiiecieniiiiiene e 0.6 1.1 23

State income tax, net of federal tax .........cccocviviviiiiiiiiecee e 1.9 1.0 (6.2)

O 1111 ST U U SO SO SO DU OO O SO U PPN UPUSUP SRRt 2.7 54 (6.5)
Effective INCOME LAX TATE ....ooveiviieereecis ettt e e r et ere e 27.5% 34.9% _9.9%

Note 14 - Commitments and Contingencies

In the normal course of business, the Company offers a variety of financial products to its customers to aid them in
meeting their requirements for liquidity, credit enhancement, and interest rate protection. Generally accepted accounting
principles recognize these transactions as contingent liabilities and, accordingly, they are not reflected in the
accompanying financial statements. Commitments to extend credit, credit card arrangements, commercial letters of
credit, and standby letters of credit all include exposure to some credit loss in the event of nonperformance of the
customer. The Company’s credit policies and procedures for credit commitments and financial guarantees are the same
as those for extension of credit that are recorded on the statement of financial condition. Because these instruments have
fixed maturity dates, and because many of them expire without being drawn upon, they do not generally present any
significant liquidity risk to the Company. Management conducts regular reviews of these instruments on an individual
customer basis, and the results are considered in assessing the adequacy of the Company’s allowance for loan losses.
Management does not anticipate any material losses as a result of these commitments.

Following is a discussion of these commitments:

Standby Letters of Credit: These agreements are used by the Company’s customers as a means of improving their credit
standings in their dealings with others. Under these agreements, the Company agrees to honor certain financial
commitments in the event that its customers are unable to do so. As of December 31, 2001 and 2000, the Company has
issued standby letters of credit of approximately $1,311,000 and $1,946,000.

Loan Commitments: As of December 31, 2001 and 2000, the Company had commitments outstanding to extend credit
totaling approximately $34,084,000 and $20,578,000, respectively. These commitments generally require the customers
to maintain certain credit standards. Management does not anticipate any material losses as a result of these
commitments.

Litigation: The Company is party to litigation and claims arising in the normal course of business. Management, after
consultation with legal counsel, believes that the liabilities, if any, arising from such litigation and claims are not
material to the financial statements.
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APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 15 - Concentrations of Credit

All of the Company’s loans, commitments and standby letters of credit have been granted to customers in the
Company’s market area. Substantially all such customers are depositors of the Company. The concentrations of credit
by type of loan are set forth in Note 5. The commitments to extend credit relate primarily to unused real estate draw
lines. Commercial and standby letters of credit were granted primarily to commercial borrowers.

The Company maintains its cash accounts at various commercial banks in Georgia. The total cash balances are insured
by the FDIC up to $100,000. There were no uninsured balances at 2001. Total uninsured balances held at other
commercial banks amounted to $146,456 at December 31, 2000.

Note 16 - Stock Option Plans

The Company has adopted its 1997 Employee Stock Incentive Plan and its 1997 Directors’ Non-qualified Stock Option
Plan under which it has granted statutory and nonstatutory stock options to certain directors and employees. The options
granted provide for these directors and employees to purchase shares of the Company’s $0.01 par value common stock
at the market value at the dates of grant. The options granted may be exercised within ten years from the dates of grant
subject to vesting requirements.

The following sets forth certain information regarding stock options for the years ended December 31, 2001, 2000, and
1999. Stock option shares and prices have been adjusted to reflect the effects of the 2-for-1 stock split in 2000.

Fixed Options

2001 2000 1999

Weighted Weighted Weighted

Average Average Average

Exercise Exercise Exercise

Shares Price Shares Price Shares Price
QOutstanding at beginning of year........... 599,400 $ 4.52 587,600 $ 4.29 510,400 $ 4.00
Granted.......ooeevveereereeeene e 56,000 14.00 13,000 15.00 86,000 6.00
Exercised ...ocooovvvveecieieeiceeeeeeeere e (3,900) 4.21 (1,200) 6.00 (8,800) 4.00
Forfeited .......cccovviviinecvrcne, (6,600) 12.82 — 0.00 — 0.00
Outstanding at end of year..................... _638900 $ _ 5.i8 599400 $ 452 _ 587600 $ 429
Exercisable at end of year...................... 417760 $ 420 306,000 $ 422 158400 § 4.00
Weighted average fair value
of options granted........cccceceevrrnccenns $ 4.18 $ 5.02 3 2.03
Information pertaining to options outstanding at December 31, 2001, is as follows:
Outstanding Expiration Options
Number Date Exercisable

Options with an Exercise Price of $4.00.......cccccocviiiiiiiiecninnn. 498,100 6/01/07 383,700
Options with an Exercise Price of $6.00........cccoovviieevniicnnnnn. 82,800 6/22/09 32,400
Options with an Exercise Price of $15.00.......cccccoviiiiiienninn, 8,000 6/30/10 1,600
Options with an Exercise Price of $14.00........ccccoovvvvccrvionnnne. 50,000 7/10/11 —




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 3%, 2001, 2000 and 1999

Note 16 - Stock Option Plans - Continued
The Company’s options outstanding have a weighted average contractual life of 6.04 years.
If the Company had elected to recognize compensation cost for options granted in 2001, 2000 and 1999, based on the

fair value of the options as permitted by SFAS No. 123, net income and earnings per share would have reduced to the
pro forma amounts indicated below:

Years Ended December 31,
2001 2000 1999

Net [ncome ’

ASTEPOTLEA ..viviiviie ettt et b $ 2,538,098 § 1,629431 § 1,265,774

PO FOTINA oot et rnees 2,415,583 - 1,483,296 1,081,829
Basic Earnings Per Share

AS TEPOTIED ovvvvvitiiirieiie e eee s mveeb b stes s tese s es b st eesaens $ 089 § 059 8§ 0.48

Pro forma . ..o s 0.84 0.54 0.41
Diluted Earnings Per Share

AS TEPOITEX ovevvveierivieie e sb e e eb e aeseecss s $ 082 $ 055 $ 0.44

Pro forma ... e s 0.78 0.50 0.38

All options are assumed to be exercised in the calculation of diluted average common shares outstanding, causing the
equivalent number of shares outstanding on a diluted basis to be greater than that used to calculate basic earnings per
share for 2001 by 221,593, 213,671 greater than that used to calculate basic earnings per share for 2000 and 194,658
greater than that used to calculate basic earnings per share for 1999. The dilutive effects on earnings per share for the
years ended December 31, 2001, 2000 and 1999 were $.07, $.04, and $.04, respectively.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option pricing model with
the following assumptions:

2001 2000 1999
Expected dividend yield.........ccovviiiiiniicnniii e 1.90% 1.90% 1.90%
Expected stock price volatility ........cocovveeniinciiiisciinnnenee 24.20 25.70 26.30
Risk-free INTerest TS .....ccvovirieireceic et eecene e 4.95 6.00 6.00
Expected life of OPHONS ...cccocvvvieiiiiicccieceee e 7.50 years 7.50 years 7.50 years

The effects of applying SFAS 123 for providing proforma disclosures are not likely to be representative of the effects
on reported earnings for future years, nor are the dividend estimates representative of commitments on the part of the
Company’s Board.

Note 17 - Regulatory Matters

The Company and its subsidiary bank are subject to various regulatory capital requirements administered by the federal
banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory - and possibly
additional discretionary - actions by regulators that, if undertaken, could have a direct material effect on the Company
and its subsidiary bank and the consolidated financial statements. Under capital adequacy guidelines and the regulatory
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APPALACHIAN BANCSHARES, INC. AND SUBSIDIARIES

December 31, 2001, 2000 and 1999

Note 17 - Regulatory Matters - Continued

framework from prompt corrective action, the Company and its subsidiary bank must meet specific capital guidelines
that involve guantitative measures of their assets, liabilities, and certain off-balance-sheet items as calculated under
regulatory accounting practices. The Bank’s capital amounts and classification are also subject to qualitative judgments
by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and its subsidiary bank
to maintain minimum amounts and ratios (set forth in the table below) of total and Tier 1 Capital (as defined in the
regulations) to risk weighted assets (as defined), and of Tier I Capital (as defined) to average assets (as defined).
Management believes, as of December 31, 2001, that the Company and the Bank meet all capital adequacy
requirements to which they are subject.

As of December 31, 2001, the most recent notification from the applicable regulatory agencies categorized Appalachian
Community Bank, the subsidiary bank, as well capitalized under the regulatory framework for prompt corrective action.
To remain well capitalized the Company and its subsidiary bank must maintain minimum Total Capital, Tier I Capital
and Tier 1 Leverage ratios as set forth in the table below. There are no conditions or events since the most recent
notification that management believes have changed the Bank’s prompt corrective action categories.

The Company’s and Bank’s actual capital amounts and ratios are also presented in the table. The separate ratios of the
former Gilmer County Bank and Appalachian Community Bank have been recomputed and presented below on a
combined basis as of December 31, 2000.

To Be Well Capitalized

Under Prompt
For Capital Corrective Action
Actual Adegquacy Purposes Provisions
Amount Ratio Amount Ratio Amount Ratio
(in Thousands)
As of December 31, 2001:
Total Capital
Consolidated $ 21,533 832% $ 26,700 8.00% $ 25,875  10.00%
Appalachian Community Bank 26,120 10.09 20,718 8.00 25,897  10.00
Tier 1 Capital
Comnsolidated 18,538  7.16 10,350 4.00 15,525 6.00
Appalachian Community Bank 23,125 8.93 10,359 4.00 15,538 6.00
Tier 1 Leverage
Consolidated 18,538  5.87 12,642 4.00 15,802 5.00
Appalachian Community Bank 23,125  7.32 12,642 4.00 15,802 5.00
As of December 31, 2000:
Total Capital
Consolidated $ 17,774  825% & 17,242 8.00% $ 21,552 10.00%
Appalachian Community Bank 22,427 1041 17,242 8.00 21,552 10.00
Tier | Capital
Consolidated 15,563 7.22 8,621 4.00 12,931 6.00
Appalachian Community Bank 20,217  9.38 8,621 4.00 12,931 6.00
Tier 1 Leverage
Consolidated 15,563  5.72 10,887 4.00 13,608 5.00
Appalachian Community Bank 20,217 7.32 11,049 4.00 13,811 5.00
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December 31, 2001, 2000 and 1999

Note 18 - Employee Benefit Plan

The Company adopted a defined contribution plan covering substantially all employees; the plan is qualified under
Section 401(k) of the Internal Revenue Code. Under the provisions of the plan, eligible participating employees may
elect to contribute up to the maximum amount of tax deferred contribution allowed by the Internal Revenue Code.
Employer and employee contributions may be made in the form of cash or Company stock. The Company’s
contribution to the plan is determined by the board of directors. The Company made discretionary cash contributions to
the plan of approximately $223,678 in 2001, $219,940 in 2000 and $170,000 in 1999.

Note 19 - Leases

The Company has a number of operating lease agreements, involving land, buildings and equipment. These leases are
noncancellable and expire on various dates through the year 2028. The leases provide for renewal options and generally
require the Company to pay maintenance, insurance and property taxes. For the years ended December 31, 2001, 2000
and 1999, rental expense for operating leases was approximately $50,600, $29,000 and $33,000, respectively.

Future minimum lease payments under noncancellable operating leases at December 31, 2001, are as follows:

Years Ending December 31,

2002 et e ettt e e 8 63,130
2003 et et et r bttt 43,754
2004 .ot b ekttt b ot aeees 34,381
2005 ettt et e 35,020
2006 ...ttt et et s et 33,372
TRETEATIEL.....c.eit e et 871,808
Total Minimum 1ease PAYMENLS .....ccueriiiiiririeiiiieceeceire e sae e cerene e $ 1,081,465

Note 20 - Related Party Transactions

Loans: Certain directors, executive officers and principal shareholders, including their immediate families and
associates were loan customers of the Company during 2001 and 2000. Such loans are made in the ordinary course of
business at normal credit terms, including interest rates and collateral and do not represent more than a normal risk of
collection. A summary of activity and amounts outstanding are as follows:

2001 2000
Balance at Beginning Of YEAr ....cc.covivirieeeiniiiscennrasessistssessssesenins rensssesesensesesens $ 6,646,716 $ 7,748,555
INEW JOAMS ..ot et e e et e ettt e eae e e e e et eeanae s saaeseeeneseenanes 2,037,909 4228322
REPAYITIENES ..ottt sttt e e et e sabestbeesee et (253,193) (5,330,161)
Change in related Parties.......cooovirereinieenniere et — —
Balance at End Of YEar .........cccoviviiiiceeireeee ettt $ 8431432 $ 6,646,716

Deposits: Deposits held from related parties were $1,589,713 and $918,285 at December 31, 2001 and 2000,
respectively.
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Note 20 - Related Party Transactions - Continued

Lease: The Bank leases a facility from a partnership which includes directors of the Company. The lease commenced in
May 2001 and has an initial term of 24 months. Annual lease expense is set at $30,000. The Bank has an option to
renew at the end of the term for an additional 24 months at annual lease expense of $33,000.

Note 21 - Litigation

While the Company and its subsidiaries are party to various legal proceedings arising from the ordinary course of
business, management believes after consultation with legal counsel that there are no proceedings threatened or pending
against the Company that will, individually or in the aggregate, have a material adverse effect on the business or
financial condition of the Company.

Note 22 - Fair Value of Financial Instruments

The following methods and assumptions were used to estimate the fair value of each class of financial instruments for
which it is practicable to estimate that value:

Cash and Short-Term Investments: For those short-term instruments, the carrying amount is a reasonable estimate of
fair value.

Securities: For securities and marketable equity securities held for investment purposes, fair values are based on quoted
market prices or dealer quotes. For other securities held as investments, fair value equals quoted market price, if
available. If a quoted market price is not available, fair value is estimated using quoted market prices for similar
securities.

Loans: For certain homogeneous categories of loans, such as some residential mortgages, credit card receivables, and
other consumer loans, fair value is estimated using the quoted market prices for securities backed by similar loans,
adjusted for differences in loan characteristics. The fair value of other types of loans is estimated by discounting the
future cash flows using the current rates at which similar loans would be made to borrowers with similar credit ratings
and for the same remaining maturities.

Accrued Interest Receivable: The carrying amount of accrued interest receivable approximates its fair value.

Deposits: The fair value of demand deposits, savings accounts, and certain money market deposits is the amount
payable on demand at the reporting date. The fair value of fixed-maturity certificates of deposit is estimated using the
rates currently offered for deposit of similar remaining maturities.

Accrued Interest Payable: The carrying amount of accrued interest payable approximates its fair value.

Short-term Borrowings: The fair value of short-term borrowings, including securities sold under agreements to
repurchase, is estimated to be approximately the same as the carrying amount.

Long-Term Debt: Rates currently available to the Company for debt with similar terms and remaining maturities are
used to estimate fair value of existing debt.

Commitments to Extend Credit. Letters of Credit, and Financial Guarantees Written: The fair value of commitments and
letters of credit is estimated to be approximately the same as the notional amount of the related commitment.
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Note 22 - Fair Value of Financial Instruments - Continued

The estimated fair values of the Company’s financial instruments as of December 31 are as follows:

2001 2000
Carrying Fair Carrying Fair
Amount Value Amount Value
(in thousands) (in thousands)

Financial assets
Cash and short-term investments ...............c.o....... $ 7,558 $ 7,558 $ 11,717 $ 11,717
SECUTTHES ...vivericeecreree et ene e ere i ee e 49,394 49,394 32,540 32,540
LIOANS «..ecvviieieiie ettt eebe et e 250,569 250,556 214,124 213,615
Accrued interest receivable........ccoovevveeiiiineeniinnn. 2,499 2,499 2,454 2,454

Total Financial ASSELS ........cccceevvveeieviveeriinenn, $ 310,020 $ 310,007 $ 260.835 3 260,326
Financial Liabilities
DEPOSIES ..vinirveeirieiere ittt s $ 264,028 $ 267,934 $ 214,169 $ 215,358
Short-term bOrrowings ........cccovevreeiveinercarovenenvenne 3,665 3,665 2,845 2,848
Accrued interest payable ... 1,267 1,267 1,362 1,362
Long-term debt.....ccccovcveviniccnirineinnieine e, 29.654 29,985 34,538 34421

Total Financial Liabilities...........c.cccoevvererenne. $ 298614 $ 302,85 $ 252914 $ 253,989
Unrecognized financial instruments
Commitments to extend credit.......ccocveeriverereinneane. $ 34,084 % 34,084 $ 20,578 $ 20578
Standby letters of credit ......ocovevierciiinciinnn 1,311 _1,311 1,946 1.946

Total Unrecognized Financial

INSIIUMEIIES ...veevt e i e $§ 35395 $ 35395 § 22524 § 22524
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Note 23 - Condensed Parent Information

Statements of Financial Condition

December 31,
2001 2000
Assets
Cash and due from Danks ..........ooooi i $ 196,123 §$ 12,938
Investment in Subsidiaries (equity method) eliminated upon consolidation...... 25,177,931 22,323,891
ONET ASSEIS ..vvveveeieeiittiie e eree st esie e e bt es e embeeueesbesesaraesrasseeabeseas e sesaneeseearersbesnnnen 65,677 84,186
TOEAL ASSOES....ecviiriietiie ettt ettt saa st see e e $ 25439731 $_ 22421015
Liabilities and Shareholders’ Equity
NOE PAYADIE ...ttt $ 4,600,800 $ 4600000
Other HabIITIES ...vouiieeeeies ettt b e st 248,541 151,528
TOtal Liabilities ..ooviiiieieiiiii e ettt ee et et 4,848,541 4,751,528
Total Shareholders’ EQUILY ......ccocoviiiiiniiiicei i 20,591,190 17,669,487
Total Liabilities and Shareholders’ EQUILY .........cccovereererieiinnneicencnnne $ 25439731 $ 22421015
Statements of Income
Years ended December 31,
2001 2000 1999
Income
INEETESE Lverieeei e v bttt ae e as e eieanesaan $ — 5 449 % —
Dividends from subsidiaries - eliminated upon consolidation... 250,600 700,000 350.000
250,000 704,496 350,000
Expenses
THEETESE vttt s 319,067 397,866 264,475
Other EXPENSES. ..c..ooiiirreiieeaieieeiceie st s er st 490,156 417,772 338,315
809,223 815,638 602.790
Income (loss) before income taxes and equity in undistributed
earnings of subsidiaries ... (559,223) (111,142) (252,790)
Income tax Benefits ......ccovoveeirie et 307,196 244,364 288.943
Income (loss) before equity in undistributed earnings
OF SUDSIAIAIIES 1..evviiiiiir e (252,027) 133,222 36,153
Equity in undistributed earnings of subsidiaries...........c.cccce..... 2,790,125 1.496,209 1,229,621
NEt TIMCOIMIE ...veveieieceeieee ettt et eee e eees $ 2,538,098 § 1.629431 $ 1265774
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Note 23 - Condensed Parent Information - Continued

Statements of Cash Flow

Operating Activities
NEt INCOME ...ovviiiiiiiiic e
Adjustments to reconcile net income to net cash
provided by operating activities
Equity in undistributed income of subsidiaries ..................
Deferred tax expense (benefit).......cc.ocovevvriceeniinineneninen.

Net Cash Provided By (Used In) Operating Activities

Investing Activities
Capital injection in subsidiaries .........c.ccovvvirriciicicrnnecenns
Net Cash Used In Investing Activities.............ccoeenee,

Financing Activities
Proceeds from issuance of long-term debt ............ccoocvrieennn
Repayment of long-term debt.......c..occcoviiiininnvninnciininns
Proceeds from issuance of common StocK ........ccccconveninenens
Purchases of treasury stock ..o,
Net Cash Provided By Finaneing Activities................

Net increase (decrease) in cash and cash equivalents...........
Cash and cash equivalents at beginning of yedr ........................

Cash and cash equivalents at end of year ..o,

Cash paid during the year for:
TREETESE ettt
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Years ended December 31,

2601 2000 1999
$ 2538098 S 1,629431 $ 1,265,774
(2,790,125) (1,496,209) (1,229,621)

— 76,618 (76,618)

(108,739) 108,739 —
224,262 179.993 (451,345)
(136,504) 498,572 (491.810)

— (4,400,000) —

— (4,400.000) —

— 4,600,000 —

— (3,600,000) —

319,689 4,662,185 542,974

— (1,827.205) —

319.689 3.834.980 542,974
183,185 (66,448) 51,164

12,938 79,386 28,222

$ 196,123 § 12938 $ 79.386
$ 427,806 S 289,127 $ 264,475
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December 31, 2001, 20600 and 1599

Note 24 - Quarterly Results of Operatiens (Unaudited)

Selected quarterly results of operations for the four quarters ended December 31 are as follows:

First Second Third Fourth
Quarter Quarter Quarter Quarter Total
(In Thousands Except Per Share Data)

2001:
Total interest income................... $ 6,178 $ 6,128 $ 6,258 $ 6,199 $ 24,763
Total interest expense ................. 3,648 3,386 3,389 3,252 13,675
Provision for loan losses ............. 366 126 326 476 1,294
Net interest income after

provisien for loan losses .......... 2,164 2,616 2,543 2,471 9,794
Securities gains (losses)............... 94 24 19 48 147
Total noninterest income............. 440 270 231 450 1,391
Total noninterest expense........... 1,832 1,859 1,840 2,200 7,831
Income tax expense (benefit)...... 262 292 271 138 963
Net IO, ...veecveveeeenriere e 604 759 544 631 2,538
Per Common Share:

Basic earnings ..........ccocoeceneeee 0.21 0.27 0.19 6.22 0.89

Diluted earnings...........c.c..o..... 0.19 0.24 0.18 0.21 6.82
2000:
Total interest income..................... $ 4742 $ 5,266 % 6,087 § 5,875 21,970
Total interest eXpense.........vocveeen... 2,835 3,214 3,689 3,587 13,325
Provision for loan losses ............... 300 350 160 112 922
Net interest income after

provision for loan losses............ 1,607 1,702 2,238 2,176 7,723
Securities gains (losses) ................ @) — 1 ) an
Total noninterest income............... 245 245 368 312 1,170
Total noninterest expense.............. 1,386 1,519 1,805 1,671 6,381
Income tax eXpense........oeeveumnucne 148 45 218 461 872
Net fNCOME ...vvvvrieririee e ceennns 311 383 584 351 1,629
Per Common Share:

Basic earnings.......cc.ocoeevviincenn. 0.12 0.14 0.21 0.12 0.59

Diluted earnings..........cccevevrrerann. 0.11 0.13 0.19 0.12 0.55
1999:
Total interest inCOmMe........cu......... $ 3,698 % 3,975 % 4,163 $ 4,303 16,139
Total interest expense..........c.cc..n... 2,109 2,200 2,346 2,483 9,138
Provision for loan losses ............... 150 205 285 240 880
Net interest income after

provision for loan losses............ 1,439 1,570 1,532 1,580 6,121
Securities gains (10sses) ................ — 10 (2) 1 9
Total noninterest income............... 226 186 231 193 836
Total noninterest expense.............. 1,251 1,355 1,330 1,625 5,561
Income tax exXpense.......coc.oeeeen..e. 140 181 83 (265) 139
Net INCOME vvvviiviiiririieee e 274 230 348 414 1,266
Per Common Share:

Basic earnings......cccceeenveviiinenee 0.10 0.09 0.13 0.16 0.48

Diluted earnings.........ccoeuveevernn. 0.09 0.08 0.12 0.15 0.44
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